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ACCOUNTING AND BUSINESS FINANCE 


R. J. CHAMBERS, B.EC. (SYD.), A.I.C.A. 


PART I 


(The Sizth Commonwealth Institute of Accountants Annual Research Lecture 
delivered in the University of Queensland on 24 July 1951) 


I—POINT OF VIEW 


In the first lecture of this series, de- 
livered in the University of Melbourne last 
year, I endeavoured to clear away some of 
the contradictions and inconsistencies in 
accounting theory by proposing a reclassi- 
fication of certain concepts relating to ac- 
counting and to business finance. In par- 
ticular, I attempted to show that con- 
servatism and disclosure are not rules or 
eriteria of accounting, per se, but are 
rather devices used by businessmen to 
secure certain ends they deem to be im- 
portant. 


Attention will be directed, in this lecture, 
to one such end: the continued participa- 
tion of parties external to the business 
organization. The title of this lecture and 
the first group of financial policies men- 
tioned in the previous lecture? may suggest 
that we refer here only to the participation 
of those who support business organizations 
financially. This shall be our main concern. 
But we shall not omit to observe that finan- 
cial policies may influence for good or ill 
the willingness of those who contribute in 
Kind as well as those who contribute in 
Money ; financial policies which secure the 
€0-operation of workers and the goodwill of 
customers are just as much within the 


purview of financial management as 
policies designed to secure financial sup- 
port, and, from the point of view of the 
organization, just as important. 

It is customary when treating business 
finance to discuss the kinds of securities 
which are the instruments of private finan- 
cing. Here, however, we propose to con- 
sider only the broad basis upon which all 
capitalization plans and adjustments are 
founded —the apparent relationship be- 
tween capital invested and profits earned. 
‘‘Apparent’’ is the significant word. We 
shall suggest that the actions of investors 
and of other parties entering into relation- 
ships with business organizations are in- 
fluenced by what they can find out about 
those organizations, even though what they 
sometimes find out is incomplete and irrele- 
vant. We shall be concerned throughout 
with the parties involved rather than with 
the instruments of business finance. 

We do not propose a merely descriptive 
treatment of the connexion between con- 
ventional accounting statements and finan- 
cial questions. The enquiry is orientated to 
the fundamental rationale of accounting. 
Some of the forces and issues which in- 
fluence the financial decisions of business- 
men are discussed with the aim of bringing 





*“‘The Relationship Between Accounting and 
Financial Management,’’ The Australian Accoun- 


tant, September 1950, p. 336. 
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Accounting and Business Finance—continued 
forward conclusions which bear directly 
and critically on the principles and prac- 
tice of accounting. It is believed that an 
examination of this kind may provide an 
explanation of many business practices 
which are not explicable by means of, and 
are even inconsistent with, much currently- 
accepted accounting theory. 

In the course of this examination we 
shall find cause to question the validity of 
the valuation convention, or the constant 
money value convention, for many pur- 
poses; we shall find opportunity to re- 
mark that the going-concern convention, 
although generally upheld in theory, is 
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inadequate to explain much that is done in 
practice; and we shall find that many 
treatments of accounting statements omit 
to consider the ends which alone justify 
them. 

Although much of the argument proceeds 
from the form and circumstances of cor- 
porate business, it is not believed that this 
in any way limits the generality of the 
conclusions. In all important respects, ex- 
cepting only that of the personal influence, 
resources, and integrity of the owner or 
owners, the company is but a more elabor- 
ate entity than the unincorporated busi- 
ness. Our object is to consider accounting 
in general, not corporate accounting only. 


II—THE BUSINESS ORGANIZATION AND THE ACCOUNTING ENTITY 


It is necessary at first to consider the 
nature of the business entity. 

The social sciences are in a large measure 
concerned with the ways in which com- 
munities organize to attain their ends, the 
types of relationship which arise in this 
process or organizing, and the formal insti- 
tutional devices and technical aids by 
which the attainment of social ends is pro- 
moted.? The social processes and types of 
relationship which are found to be used at 
any time will have arisen in various ways. 
Some will have been created deliberately ; 
some will have arisen spontaneously, so 
that it is difficult, looking backwards, to 
discern the time or circumstances of their 
origin. Some of the organizations and re- 
lationships will be very flexible, capable of 
being influenced merely by changes in the 
opinions, customs, and wishes of the people 
concerned; there will be little certainty 
about the nature of these forms in the early 
stages of their development, but in time 
the general understanding or acceptance of 
customary relationships may become ex- 
pressed in codes of rules, laws. Other 
features of social organization remain the 
subject of more or less free change; even 
though legislation recognizes their exist- 
ence, it does not crystallize or ossify their 
form or their processes.’ 


Entity Theory 


In seeking to explain the characteristics 
of accepted relationships and processes, it 


has been found convenient to postulate the 
existence of an abstract being or entity 
which appears as the focus of the relation- 
ships under examination. The abstractness 
of the entity consists in the fact that it has 
none of the external appearances which we 
associate with any of the forms the entity 
may assume; yet it has certain features 
which constitute it representative of them 
all. One is thus enabled to speak of ‘‘the 
entity’’—e.g. the legal person, the account- 
ing entity—without having to consider the 
aspects of particular instances of the 
entity which are irrelevant. 


But the value of the entity as an epis- 
temological device does not inhere only in 
the fact that it enables generalizations of 
wide validity to be made in concise terms; 
that such an entity may be postulated is 
evidence of the recognition by the society 
of certain broad principles or ends which 
it considers, or at some previous time con- 
sidered, important. 


Most accountants will be familiar with 
the two types of entity theory to which 
reference has been made. They clearly 
illustrate the fact that the entity approach 
is a device for separating for consideration 
one aspect of the many complex attributes 
of persons and institutions. The notion 
‘legal person’’ does not represent some- 
thing additional to the natural persons and 
bodies corporate and unincorporated which 





?Cf. F. W. Eggleston, The Search for a Social 
Philosophy, Melbourne University Press, 1941, 
p. 120: ‘‘The social pattern is the matrix from 


which all social sciences spring.’’ 


* Aecounting is one such feature. 
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the law recognizes ; it represents a particu- 
lar feature of those persons and organiza- 
tions—the legal feature. The law is no 
different merely because jurists have found 
it to conceive a legal entity to be the object 
of focus of legal rules, relationships, and 
processes ; but it is possible that, by resort 
to the entity concept, the extension of prin- 
ciples of law may be carried out more sys- 
tematically and consistently than if all 
kinds of persons and bodies were treated as 
unique. 


Similarly ordinary accounting processes 
are no different merely because we conceive 
an accounting entity, an artificial abstrac- 
tion for the purpose of accounting. A 
businessman is no different biologically, 
psychologically, or legally merely because, 
for accounting purposes, we consider him 
as an accounting entity; but for account- 
ing purposes his biological, psychological, 
and legal condition are ignored. The 
Commonwealth Institute of Accountants 
(N.S.W. Division) Accounting Research 
Committee on Accounting Terminology has 
adopted a definition of the accounting 
entity in terms similar to those appropriate 
to the entity in law: ‘‘The accounting 
entity is a conceptual point of reference at 
which a particular aggregation of acts and 
events require translation into financial 
language.’’* Appropriately this indicates 
that accounting is concerned with an ab- 
straction, which may or may not coincide 
with any distinguishable legal, biological, 
or organizational entity. And there is 
nothing in this definition to suggest that 
accounting is any different because of it. 
Such a notion, however, may provide a 
better explanation of accounting practice 
than would be possible by an alternative 
hypothesis. For example, the entity notion 
explains why the accounting treatments of 
owners’ and creditors’ interests do not 
differ: both owners and creditors are con- 
sidered as distinct from the accounting 
entity. Furthermore, as in the case of law, 
the entity concept may permit accounting 
tules to be applied to unusual cases more 
systematically and consistently than if 
there were no such means of proceeding 
from the general to the particular. 





‘The definition arose from a submission to the 
Committee by Mr. 8. R. Brown, early 1950. 
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Both the legal and the accounting 
aspects of business activities are of con- 
sequence to those who would understand 
the complexities of modern business; but 
there are other ways of regarding the busi- 
ness community. It may be considered as 
a complex of economic entities. ‘‘The firm’’ 
or ‘‘the entrepreneur’’ is the common term 
used by economists to signify an abstract 
economic entity, or a business undertaking 
in its economic aspects; the firm is the 
source of certain economic influences and 
the subject of other such forces. It is 
possible also to regard the congeries of 
organizations by which we achieve our ends 
or enrich our living as a body of social 
entities; business firms will only be one 
sub-class of such entities, and the term 
**social entity’’ will then imply that we are 
concerned with sociological aspects of 
organizations and are disregarding other 
aspects. 


Those who become responsible for man- 
aging the affairs of business organizations, 
however, are not able to consider all of 
these aspects as separable problems. Any 
single managerial decision, though directed 
towards or arising out of one aspect of 
business, is likely to impinge on other 
aspects. A decision to distribute a bonus 
dividend does not only influence investors: 
it creates a legal obligation, it requires ac- 
counting adjustments, it may affect the 
attitudes of workers and creditors. Al- 
though it is convenient, therefore, for 
specialists to conceive abstract entities for 
the purposes of their specialism, the enti- 
ties represent organizations which are any- 
thing but abstract. Consequently, to ap- 
proach realistically even single special 
aspects of business requires an understand- 
ing of the organizational ‘‘wholes’’ which 
are the subjects of legal, accounting, 
economic, and other rules and restraints. 


It seems to be necessary, then, to consider 
the nature of organized activity, or organi- 
zations in general, for one’s notion of the 
forees which shape the fortunes of business 
firms will differ according to the view of 
organized activity which one adopts. What 
we want is perhaps a concept of the firm 
as an organization, or the ‘‘organizational 
entity.”’ 


The Organizational Entity 
There are at least two ways of looking at 
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a business® organization as a whole. On 
the one hand, an organization may be con- 
sidered as the product of the inventiveness 
of a promoter, or of a group of promoters. 
The promoter or manager may be seen as 
the user of the opportunities and powers 
made available (or not forbidden) by law 
and commanding the support and assist- 
ance of others at market prices. With this 
view goes the notion that what the organi- 
zation is set up to do, how it operates, and 
what relationships exist between it and 
other organizations are matters determined 
uniquely by those responsible for its estab- 
lishment and maintenance. It implies that 
only centrifugal forces are at work, pro- 
ceeding from top-management both down- 
wards in the business hierarchy and out- 
wards. To be more specific, this theory of 
business organization postulates a very 
large degree of managerial autonomy, 
power, and influence, within the organiza- 
tion at least; power to determine the pro- 
ducts or services provided by the organiza- 
tion, power to determine the methods of 
providing those products or _ services, 
power to engage and dismiss staff at will, 
to raise and disburse money, to make and 
discharge contracts. 


Now merely to state these presumed 
powers is to draw attention to the inade- 
quacy of this notion of the business organi- 
zation and the power or authority which 
regulates its functioning. Authoritarian 
management is a thing of the past; the 
above concept of organization has to that 
extent been found wanting. Inasmuch as 
there are, numerically, more discernible 
forces acting upon business organizations 
today than ever before, it is easier to draw 
a more realistic picture. It is a common 
thing today to find the better-organized in- 
terest-groups expressing their views on a 
host of matters which were formerly con- 
sidered to be within the prerogative of 
management alone. And not only express- 
ing their views, but taking such determined 
action that their views are made to prevail. 
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It is becoming more and more obvious 
that as well as centrifugal, there are centri- 
petal forces impinging on the organization 
from without and establishing a kind of 
equilibrium of forces. Business organiza- 
tions are subject to pressures from com- 
petitors, from owners, from creditors, from 
suppliers, from workers, from customers, 
from professional groups, and from local 
and central government authorities. The 
interest in the activities of a business 
organization which any such group may 
demonstrate arises from an actual or sup- 
posed relationship between the ends of 
both. Insofar as it appears that any one 
of the ends of both are inconsistent, that is, 
both parties may not obtain satisfaction 
simultaneously, their mutual attitude will 
be one of incipient conflict. Not necessarily 
open or violent conflict, however; it may 
amount to nothing more than ‘‘ca’ canny,” 
and on the other hand it may be so serious 
as to break down the relationship between 
the parties altogether. 


Business organizations, as they require 
the continued support and active partici- 
pation of other groups, are obliged to con- 
sider other group interests in the formula- 
tion and pursuit of their ends. This does 
not mean that they shall bring no indepen- 
dent aims or unusual methods or organiza- 
tional point of view to bear on other 
groups, for the other groups are often as 
dependent on the organization as the 
organization is on them. It means only that 
the upshot of the relationship will be the 
resultant of the various forces brought to 
bear on the work of the organization. 
Describing formal organizations generally, 
Barnard brings out these notions with ad- 
mirable verbal economy : a formal organiza- 
tion, he says, is ‘‘a system of consciously 
co-ordinated activities or forces of two or 
more persons.’’® To amplify this he adds: 
‘*For convenience and purposes of simpli- 
fication, I have usually restricted the deri- 
vation of organization forces to the persons 
who would ordinarily be called ‘members’, 
‘communicants’, employees’, ete. But I 
have been unable even here to completely 





5 Much of what follows applies to organizations 
generally: the qualifying term only rivets our at- 
tention on organizations with which, for present 


purposes, we are more closely concerned. ; 
*C. I. Barnard, The Functions of the Executwe, 
Harvard University Press, 1938, p. 73. 
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Accounting and Business Finance—continued 
restrict myself to this convenience. The 
actions which are evidence of organization 
forces include all actions of contribution 
and receipt of energies, so that a customer 
making a purchase, a supplier furnishing 
supplies, an investor furnishing capital are 
also contributors. What they contribute is 
not material but the transaction, the trans- 
fer, the control of things, or action upon 
physical things themselves. Thus, usually, 
the only organization action of an investor 
is often a simple one of the transfer of 
money or of credit which he owns or con- 
trols’’ (pp. 76-7). Observe that the actions 
here mentioned are ‘‘evidence of organiza- 
tion forces,’’ not the forces themselves. The 
principal force is willingness to contribute 
or participate; it is psychic, not physical 
or material. 


It becomes apparent now that entities ex- 
ternal to an organization will be willing to 
contribute as long as they approve, or are 
induced to accept, the ends of the organiza- 
tion and the means by which it pursues 
those ends. This involves that there shall 
be an adequate system of communications 
between the organization and other persons 
or organizations, so that they may be in- 
formed of the aims, of changes in the aims, 
of the means, and of the rate of attainment 
of the aims, of the organization. It is part 
of the present thesis that accounting is one 
such system of communications. 


May we summarize these comments on 
the business organization as a complete 
entity? Observation and experience con- 
vinee us that a business organization should 
be considered the focus of certain attitudes 
and actions on the part of those who par- 
ticipate in it or contribute to it, in what- 
ever capacity. None of these parties may be 
regarded as tied so closely to a given 
organization that it can afford to disregard 
their attitudes. As it is valuable to the 
organization to secure and maintain the 
esteem and goodwill of contributing 
parties, the merit of policies which express 
regard for their expectations cannot be 
gainsaid. In particular, the design of 
means of communication, their use to por- 
tray the relationships between the organi- 
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zation and its supporting groups, and the 
arrangement of affairs so that participants 
will not withdraw their support are of con- 
siderable importance from the point of 
view of the organization. 


The Business Organization as an 
Accounting Entity 


Using the term ‘‘organization’’ in the 
Barnardian sense, no organization is neces- 
sarily an accounting entity. The account- 
ing entity arises from the articulation of 
accounting features from the multitude of 
features of an organization. If an organiza- 
tion has not in fact any accounting features 
it is not an entity for accounting purposes: 
it is a nonentity, if we may turn the phrase. 
Looking at this proposition from another 
way, we may say that the accounting entity 
is not conceived for organizational pur- 
poses, but for accounting purposes only. 


Business organizations, however, are 
almost invariably accounting entities; the 
fact that accountants are concerned with 
an accounting entity should not be allowed 
to delude us into thinking the entity is the 
reality. The reality is infinitely more com- 
plex than the accounting entity: it is the 
subject and source of psychic, impalpable, 
but nevertheless effective forces. 


To what extent is accounting required to 
contemplate the interest of outside parties 
and the impact of external forces on the 
organization, then? Is accounting to be re- 
garded as a method of handling such 
aspects of business as are measured in 
numerical terms, without any consideration 
of purpose, without any regard for the 
effect it may have on the willingness of out- 
side parties to contribute? In the following 
section an attempt will be made to show 
that accounting is in fact considered to be 
the substance of a system of communication 
universally used in business, and it will be 
argued that the uses made of accounting 
information require that accounting should 
therefore be neutral with respect to the 
wishes and claims of contributing parties. 
Accounting should recognize the interest of 
outsiders; but only by strictly accounting 
for the entity will no violence be done by 
accounting technique to the interest of any 
outside contributing party. 
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III—THE FUNCTION OF ACCOUNTING WITH RESPECT TO 
EXTERNAL PARTIES 


In a much-quoted section of Financial 
Accounting,’ G. O. May sets out ten uses of 
financial accounts. I should like to examine 
his list, for it provides a useful nucleus for 
the argument which follows. It is not to be 
presumed, however, that May would either 
endorse the argument or approve the con- 
clusions. 

Firstly, the list is divided into ‘‘older’’ 
and ‘‘new’’ uses; at present all such uses 
are deemed to be made of accounting state- 
ments. The older uses are (1) as a report 
of stewardship, (2) as a basis of fiscal 
policy, (3) to determine the legality of 
dividends, (4) as a guide to wise dividend 
action, (5) as a basis for the granting of 
eredit. The newer uses are (6) as informa- 
tion for prospective investors in an enter- 
prise, (7) as a guide to the value of invest- 
ments already made, (8) as an aid to gov- 
ernment supervision, (9) as a basis for 
price or rate regulations, (10) as a basis 
for taxation. 


Let us concede that (8), (9), and (10) 
are more recent uses. It seems hardly cor- 
rect to classify (6) and (7) in the same 
way. Governmental intervention in the 
conduct of business affairs is a product 
mainly of the last hundred years, whereas 
investors have been concerned with the 
quality of their investments quite as long 
ago as items (1), (3), and (4) have been 
relevant. This should be obvious in the 
ease of unincorporated businesses, and it 
ean readily be shown to apply also to cor- 
porate undertakings. It lies behind the 
slogan of one of the early supporters of 
full legal recognition of the limited liability 
principle : ‘‘ Limited liability, paid-up capi- 
tal, perfect publicity.’’® And surely its use 
by investors is contemplated in the ac- 
counts provisions of the model articles of 
association appended to the English Com- 
panies Act of 1862 and, for example, to the 
New South Wales Companies Act of 1874. 
Uses (6) and (7) seem to be so old that the 
only reason why they are classified as newer 


uses must be because it is only in relatively 
recent decades that concern for the investor 
has been actively shown by the accounting 
profession. 


Secondly, May’s list seems to be incom- 
plete. As it stands-the uses are not uses 
made exclusively by managers; (5) and 
(8) and (10) are uses made of accounting 
statements by parties other than owners 
and managers. We may therefore add to 
the newer uses an item ‘‘(11) as a basis 
for action by workers and their organiza- 
tions, or as a basis for bargaining between 
workers and employers.’* The use of ac- 
counts for this purpose has depended on 
the growth of the power of workers and 
their representatives and on their increas- 
ing awareness of the data on which busi- 
ness issues are resolved; both have reached 
the ‘‘threshold of effectuation’’ in only re- 
cent decades. There may be other parties 
whose uses we should add, but this is one 
addition which is clearly justifiable in view 
of the new forces which workers are bring- 
ing to bear on business organizations. 


The Stewardship Notion 


Furthermore, it seems that uses (1) and 
(7) are merely restatements of the same 
idea. A report of stewardship is a mean- 
ingless thing unless it is expected that some 
action may be taken by the principal; and 
the machinery of corporate business was 
designed to permit investors to retain, 
augment, or diminish their investments or, 
if they wish, to vote out of office some or all 
of the ‘‘stewards.’’ At all events this idea 
of stewardship needs working over. I do 
not know by what subtle alchemy the 
change has been accomplished, but we find 
examples in various places of the view that 
‘*financial stewardship is the paramount 
objective ... of accounting,’’”® a view which 
is very far removed from May’s simple 
statement of purpose, item (1), and which 
appears to give little weight to the other 
nine uses. 





7 Macmillan, New York, 1946, pp. 19-20. 

® William Clay, c. 1836, quoted by B. C. Hunt, 
The Development of the Business Corporation in 
England, 1800-1867, Harvard University Press, 


1936, p. 69. 

°R. A. Irish, ‘‘ Fundamental Concepts of Cor 
porate Accounting,’’ The Australian Accountant, 
June 1950, p. 216. 
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That accounting statements are con- 
sidered to be and are accepted as reports 
on stewardship I will concede. But it does 
not follow that accountants therefore exer- 
cise a stewardship function; nor does it 
follow that accounting systems and ac- 
counting statements must be based on the 
historical money value convention. By a 
report on stewardship I understand a re- 
port on the use of certain resources and the 
exercise of certain powers. Stewardship is 
only another way of describing the ‘‘agent- 
cum-trustee’’ function which the courts 
have long imputed to company directors; 
it is not a responsibility of accountants, 
even though it be qualified by the word 
‘‘financial.’’ Financial stewardship is only 
one aspect of the general notion of steward- 
ship ; it is undoubtedly a function of direc- 
tors, and would be even if the Companies 
Acts did not stipulate that ‘‘the directors 
of every company shall...lay before the 
company in general meeting a profit and 
loss account ...and balance sheet ...’’. 


What represents responsible or effective 
financial stewardship no one seems pre- 
pared to say. If the accounting statements 
are to be regarded as a report of steward- 
ship, exactly how are their recipients to 
judge whether the stewards are worthy of 
their confidence? Is it immaterial, for ex- 
ample, ‘‘that changes may occur in the 
value of money as property, so long as the 
resources entrusted by shareholders and 
creditors are accounted for’’??® Does the 
idea of stewardship impose on directors 
only the obligation of presenting accounts 
that balance? Surely not! 


The responsibility of stewardship does 
not require the directors to preserve the 
resources at their disposal regardless of the 
environment in which their undertaking 
operates. All that directors have ever been 
required to do is to operate within their 
powers and exercise a certain degree of 
prudence and competence. Under some 
circumstances, losses may not necessarily 
be the result of bad stewardship; but to 
abuse the powers, to fail to use the powers, 
or to exceed the powers available is always 
bad stewardship. 


What may be said, then, of directors who 
allow their business undertakings to run 





*R. A. Irish, loe. cit., p. 216. 
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down so much that they are unable to look 
the coming months in the eye? Is it not an 
important responsibility to see that the 
undertaking is always in a fit financial con- 
dition to carry on? That it shall be carried 
on is certainly expected by most parties in 
any way connected with it. Surely, then, 
this is a stewardship function, and one on 
which a report on stewardship should be 
expected to throw some light. Should not 
the investors and creditors be able to dis- 
cern from the accounting statements 
whether the directors are capably discharg- 
ing their duty in this matter or not? 


But conventional accounting does not 
permit useful inferences on this matter. 
Indeed it is not difficult to see that a system 
of money-accounting (whatever it postu- 
lates) is scarcely adequate to provide a re- 
port on the kind of financial stewardship 
here considered; some reporting in other 
symbols than money is imperative if 
rationality of decision and action are 
valued. Nor should it be difficult to see at 
the same time that a system of money-ac- 
eounting based on the historical money cost 
convention cannot of itself constitute a 
valid basis and criterion of rational action. 

To clinch the matter it seems necessary 
to consider two questions: what is the 
aim of the statutory provisions for the pub- 
lication of annual accounting statements? 
and what information is required by the 
parties whom the ‘‘stewards’’ represent to 
enable them to discharge their main duties 
rationally? The two are closely connected. 


The Aim of Statutory Publicity 


During the prolonged argument which 
preceded the granting of the privilege of 


incorporation with limited liability in 
England, the safeguards which would be 
necessary seem often to have been dis- 
cussed. ‘‘Publicity’’ seems to be the most 
important of these safeguards, or if not the 
most important at least the most generally 
urged. ‘‘Publicity’’ is hardly specific 
enough to enable us to deduce the intention 
of the architects of the corporation ; but at 
least they were not satisfied with inconse- 
quential disclosures by company manage- 
ments. The ‘‘perfect publicity’’ of Clay’s 
formula mentioned above echoes through 
the dicta of his successors. Witnesses before 
a Royal Commission in 1854 testified: 
‘‘Full freedom of association, guarded by 
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Accounting and Business Finance—continued 
well devised regulations to insure publicity 
and to defeat fraud’’ should be the aim of 
legislation on the management of com- 
panies, and ‘‘to justify confidence in their 
stability and management, it should be an 
imperative condition annexed to limited 
liability, that all [joint stock companies] 
should be allowed only on the most perfect 
system of publicity as to their affairs.’’ 
Robert Lowe, President of the Board of 
Trade in 1856, opined: ‘‘The only way that 
the Legislature should interfere [with the 
right of freedom of contract and the right 
of unlimited association] is by giving the 
greatest publicity to the affairs of such 
companies, that everyone may know on 
what grounds he is dealing.’’™ 


But it seems doubtful whether the pub- 
licity contemplated by these people went 
much further than the requirements that 
the annual accounts should be published. 
The publication of accounts had been urged 
as early as 1833, and Hunt (pp. 68-9), 
paraphrasing Clay’s proposals of 1836, 
observes: ‘‘the privilege [of limited liabil- 
ity for banking companies] was to be avail- 
able only on condition that capital be fully 
paid up and ‘entire publicity’ be given to 
the affairs of the banks by obliging them 
periodically to publish their accounts.”’ 
Although adequate knowledge for the in- 
vestor was a most important consideration 
in the opinion of some people who were in- 
strumental in bringing in the Joint Stock 
Companies Registration and Regulation 
Act of 1844, it is quite certain that annual 
accounts are inadequate to serve this end. 
An observation of the economist J. R. 
McCulloch is not without interest; dis- 
counting his firm opposition to the joint 
stock company, and remembering that this 
passage is in the spirit of the debate at the 
time, it still points out deficiencies in the 
service which published accounts may 
render even today: ‘‘It astonishes us,’’ he 
says, ‘‘that anyone living in London and 
having intercourse with practical men, 
should have been found to lay the least 
stress on the publication of balance sheets, 
or accounts of assets and obligations. They 
are worse than worthless, being eminently 
calculated to deceive and mislead. To effect 
Clay’s plan by leaving it to the honour of 
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the parties; that is by allowing each bank 
to report as to its own credit and solvency! 
It is difficult to suppose that Mr. Clay can 
be serious.... [And] even though the par- 
ties were perfectly honest, the publication 
of a balance sheet would be good for 
nothing.’’!* 


Rationality of Investors’ Decisions 


The view that the publication of a bal- 
ance sheet would accomplish nothing as far 
as investors are concerned, many may wish 
to oppose. And yet MecCulloch’s view is 
chastening. Investors’ decisions will de- 
pend in part on what they are able to learn 
of the past operations of their enterprises 
and the policies of their management; in 
part on what they know of the present 
position; and in part on what they can 
ascertain about the prospective operations 
of their firms. Information under each of 
these categories may be further classified 
into accounting information and other in- 
formation. Even supposing that account- 
ing statements are objectively realistic, it 
will be apparent that only one class of in- 
formation, of the six classes made possible 
by this dual classification, is provided by 
those statements. In other words, what was 
substituted for, or what was conceived to 
be, ‘‘the most perfect system of publicity”’ 
turns out to be much less than the situation 
demands. 


But we may reduce the dimensions of the 
problem by confining attention to aspects 
of business operations which are measur- 
able in terms of money. These aspects may, 
but need not necessarily, be handled by 
money-accounting techniques. The extent 
to which confining attention to these 
aspects of business operations ignores reali- 
ties has been suggested for certain situa- 
tions in the previous lecture. Here we shall 
have to consider how such a limited body of 
information as accounting statements pro- 
vide, influences the quality of investors’ 
decisions, makes them more or less rational. 


We shall assume that the decisions of in- 
vestors are made rationally. If we disre- 
gard elements of the problem which are not 
measurable or expressible in quantitative 
terms, this is not to be taken as making an 
unrealistic case; whatever decision is made 





“ Hunt, op. cit., pp. 134, 138-9. 


Hunt, op. cit., p. 70. 
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on these other aspects, the rationality of 
the whole decision will depend on the 
quality and quantity of numerical (includ- 
ing money) data used. Following Weber," 
we may describe as ‘‘formally rational’’ 
decisions based on a consideration of those 
features of a problem which are measurable 
and expressible in numerical terms. 

Within the category ‘‘aspects of invest- 
ment in securities which are capable of 
treatment in terms of money”’ are such 
matters as past earnings, past dividends 
(and dividend policies insofar as these may 
be deduced from past earnings and divi- 
dends), the present money position, and 
prospective future earnings. Of all these 
the most critical is the last, and of them all 
it is the most difficult to obtain relevant 
information about. If the system of ac- 
counting is designed with the needs of the 
investor in view, there will be available a 
statement showing the predisposition of the 
enterprise to trade in the future, but there 
is nothing in such a statement to suggest 
trading prospects. Such a statement tells 
the investor something about a firm’s con- 
ditions of supply, nothing about the condi- 
tions of the demand for its product; for 
demand it is probably usual to assume that 
present trends will continue into the 
future. 

Among the conditions of formal ration- 
ality in the field of investment are the fol- 
lowing: firstly, for each possible invest- 
ment there shall be a statement of the pre- 
disposition of the enterprise to trade, in- 
cluding a statement of the resources avail- 
able at values appropriate to future trade 
and a statement of the relationship between 
the enterprise and its financial supporters; 
secondly, for each possible investment there 
shall be quantitative statements of the pro- 
posed courses of action and of their ex- 
pected consequences; thirdly, for each 
possible investment there shall be state- 
ments of the proposed dividends or of the 
dividend policy in general. 

Superficially, these conditions bear a 
strong resemblance to the balance sheet and 
profit and loss account with which we are 
familiar, but instead of being a report on 
the past the statements are drawn with an 
eye to the future. The first statement would 
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resemble the conventional balance sheet 
closely in form, the essential difference 
being the method of valuing the expected 
services from fixed assets. The second con- 
dition may be satisfied by a form of income 
and expenditure estimate; but, as we shall 
observe presently a detailed estimate may 
carry too great an air of precision and 
authenticity for it to be accepted as an 
estimate only. The third condition may be 
satisfied by an estimate of the way net in- 
come shall be distributed or appropriated. 

Assuming for the moment that this kind 
of information in sufficient quantity were 
available, would an ‘‘historical’’ balance 
sheet and income statement be of any use 
to the investor? Not as an aid to deciding 
about prospective yields; but if the esti- 
mates could be compared with the results, 
the investor could perhaps decide the mar- 
gin of error to which those estimates are 
subject. 


Now it is hardly likely that the legis- 
lative fathers of the limited liability com- 
pany had any of the above estimates in 
mind when they referred to the necessity 
of the ‘‘most perfect system of publicity.’’ 
And yet it is very clear that they had in 
mind the need for providing adequate in- 
formation for investors, even though they 
may not have chosen the instrument very 
happily. If, as we are led to believe, change 
in technical and commercial affairs pro- 
ceeded at a more leisurely pace one hun- 
dred years ago than today, that very fact 
may have created a presumption in favour 
of historical, backward-looking accounts; 
but, from a logical point of view, this 
would make such accounts no more rele- 
vant, and no less irrelevant, to investors’ 
purposes than they would be in a period of 
violent economic change. It is even possible 
that although they saw clearly and legis- 
lated wisely, the doctrinaire application of 
laisser-faire as a public policy may have 
stifled further development in publicity 
devices: as it happened, the obligation to 
publish accounts regularly, although it was 
regarded as a vital condition of granting 
limited liability, was allowed to lapse very 
soon and it was not till 1928 in England 
that it was re-imposed. Meanwhile an ac- 
counting has grown up which threatens 





*Max Weber, The Theory of Social and 
Economic Organisation, William Hodge & Co., 


London, 1947, p. 170. 
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almost to ignore the fact that investors are 
concerned with the future more than with 
the past. 


In pointing out that it has long been be- 
lieved that, in some way, accounts should 
be designed to assist investors to make their 
decisions, and in setting out some of the 
conditions of formal rationality we do not 
presume that investors’ decisions are 
always rational, or that they desire to make 
their decisions rationally. Nor do we sug- 
gest the adoption of the system of estimates 
referred to immediately above. On the 
latter question we shall comment again 
presently : but on the former an opinion of 
Lord Keynes is worth observing: ‘‘Our 
knowledge of the factors which will govern 
the yield of an investment some years 
hence is usually very slight and often neg- 
ligible. If we speak frankly, we have to 
admit that our basis of knowledge for esti- 
mating the yield ten years hence of a rail- 
way, a copper mine, a textile factory, the 
goodwill of a patent medicine, an Atlantic 
liner, a building in the City of London 
amounts to little and sometimes to 
nothing.’’4* Nevertheless ‘‘it is reasonable 
to be guided to a considerable degree by 
the facts about which we feel somewhat 
confident, even though they may be less de- 
cisively relevant to the issue than other 
facts about which our knowledge is vague 
and scanty. For this reason the facts of 
the existing situation enter, in a sense dis- 
proportionately, into the formation of our 
long term expectations; our usual practice 
being to take the existing situation and to 
project it into the future, modified only to 
the extent that we have more or less definite 
reasons for expecting a change.’’ The ac- 
counting statements provide the main body 
of ‘‘facts’’ on which investors’ expecta- 
tions, and consequently their decisions, are 
based, even though conventional account- 
ing statements are ‘‘less decisively rele- 
vant’’ than other kinds of information we 
could suggest; unquestionably they enter 
**disproportionately”’ into the picture. 


The Creditor’s Point of View 


The provision of information for inves- 
tors was not the only end contemplated by 





4 J. M. Keynes, The General Theory of Employ- 
ment, Interest and Money, Macmillan, 1936, 
pp. 148, 149-50. 
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the proponents of perfect publicity : in fact 
it does not even seem to be the foremost in 
point of time. The protection of creditors 
seems, in England, to have been the main 
concern of the opponents of freedom of in- 
corporation with limited liability: and in 
the United States during the nineteenth 
century the greatest forces making for im- 
provement in the published statements of 
companies came from the representatives 
of creditors or from creditors themselves. 


In the case of unincorporated business 
undertakings and of unlimited companies, 
creditors have always been able to rely on 
the established rule that the private and 
business property of the owners constitutes 
their security, and that it may be realized 
in satisfaction of debts owing to them. In 
England the proposal to grant the privi- 
lege of trading with limited liability was 
viewed by some as a measure by which the 
rights of creditors were sacrificed without 
any form of compensation. On the other 
hand, insofar as the supporters of the 
measure had in mind the public interest 
when they argued the necessity for pub- 
licity, it is clear that some compensation 
was to be vouchsafed: to know the amount 
of the capital invested, the objects, and the 
management of debtor companies is surely 
some compensation. Creditors would in 
future shift their attention from one aspect 
to another of the financial position and 
prospects of borrowers: they would lend 
only on closer investigation than before. 
To quote Robert Lowe again: ‘‘The sum of 
the reasoning [by which] the present law 
is sought to be justified is that he who feels 
the benefit, should also feel the burden. 
This is true enough as a principle of 
natural justice, and in the absence of con- 
tract; but there is a maxim equally true 
that anyone can renounce a right intro- 
duced for his benefit, and if people are 
willing to contract on terms of relieving 
the party embarking his capital from loss 
beyond a certain amount, there is nothing 
in natural justice to prevent it. ... The 
received principle in commercial legislation 
is to leave people to act for themselves.’ 


It may be suggested that a firm seeking 
financial accommodation would be obliged 
by the creditor to supply adequate infor- 





%, Quoted by Hunt, op. cit., p. 118. Italics in 
original. 
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Accounting and Business Finance—continued 
mation or security even in the absence of 
legal stipulations about publication of ac- 
counts. This is no doubt true in respect of 
specific loan agreements, but a very great 
proportion of business credit consists not 
in formal lending but in lending by way of 
trade credit. Trade creditors probably have 
not found it possible to subject all accounts 
to close scrutiny, nor have they been in the 
same position to require information as 
other creditors. The publication of account- 
ing statements provides trade creditors, of 
public companies at least, with a systematic 
way of testing capacity to pay. 


The problem of estimating the means of 
debtors was taken up in the United States 
by the eredit-reporting agencies, which 
were first set up in the second quarter of 
the nineteenth century. In the United 
States the question of publishing accounts 
as a safeguard for investors was scarcely 
raised until the end of that century, but 
balance sheets were sought by mercantile 
information services on behalf of their 
clients much earlier. R. A. Foulke!® quotes 
the explanation accompanying a request 
for financial and other information used 
by The Mercantile Agency during the 
1870’s ; it points out that ‘‘many dispensers 
of credit regard refusal to comply [with a 
request for definite information as to 
pecuniary resources and indebtedness] as 
an unfavourable indication, except in the 
cases of houses of undoubted wealth.’’ 


It will be clear that the accounting state- 
ments have long been viewed as aids to 
creditors. As before, we may ask to what 
extent these statements meet the conditions 
of formal rationality as for creditors. 


These cenditions are rather different 
from the conditions appropriate to inves- 
tors. The need to make investigations with 
respect to the prospects of the debtor firm 
is not so great, for a debt represents an 
obligation to pay a certain sum, not a sum 
varying with profits. It is perhaps true to 
say that the capacity of an entity to pay 
its debts may be determined by its profit- 
earning capacity, but for most cases much 
less information will suffice than is neces- 
sary to appraise income-earning capacity. 





“Practical Financial Statement Analysis, 
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The conditions of formal rationality in- 
clude the following: firstly, there shall be 
a statement of the resources which are 
available or will become available by the 
date of maturity for the satisfaction of 
debts ; and secondly, there shall be a state- 
ment of all other creditors equal or superior 
in rank and the extent of their claims. The 
first set of information must take into ac- 
count the possibility that some fixed assets 
are financed out of borrowings, but other- 
wise there should be no great difficulty in 
appraising the resources usually considered 
to be directly chargeable with debts, 
namely cash, trade debtors, marketable 
securities, and stocks. But note, in any 
case, that the statement bears on a future 
settlement, so that the resources should ap- 
pear at valuations appropriate to future 
settlement, not at merely formal or con- 
ventional values. In respect of the current 
assets no great problem need arise: cash 
needs no adjustment; the balance of trade 
debtors involves only slight adjustment to 
reflect the possibility that some accounts 
may not be collectible ; and stocks valued at 
current prices may be a useful enough ap- 
proximation for present purposes. 


The second statement—of the nature and 
extent of other creditor’s claims—needs no 
adjustment. It is a statement based on 
certain contracts and the liabilities appear- 
ing in it are dischargeable on maturity at 
the stated money sum. 


It would appear, then, that creditors are 
no whit less interested in the future than 
are investors, and both classes are only in- 
cidentally interested—if we take the view 
that their actions are strictly rational—in 
the past. Statements of accounting position 
based on the historical record convention 
and the constant money value convention 
would thus appear to be almost, if not 
quite, irrelevant. 


Workers’ Interests 


It may seem unusual to introduce 
workers and workers’ organizations into a 
discussion of business finance. But, inas- 
much as they represent some of the more 
powerful forces bearing on business organi- 
zations today, to neglect them would be 
superficial. It is not possible to discuss the 
kinds of information required by all con- 
tributing parties in great detail, but the 
worker’s point of view is in such marked 





224 The Australian Accountant 


Accounting and Business Finance—continued 
contrast with that of owners and creditors 
that it will provide a critical test of con- 
clusions we may reach with respect to 
owners and creditors. 


Today’s industrial conditions are almost 
infinitely remote from those of Gopher 
Prairie in Sinclair Lewis’ Main Street: no 
more is it possible for employers to be as 
aggressively independent as Jackson Elder 
when he thundered ‘‘I stand for freedom 
and constitutional rights. If any man don’t 
like my shop, he can get up and git. Same 
way, if I don’t like him, he gits.... They 
like what I pay ’em, or they get out. That’s 
all there is to it!... All this profit-sharing 
and welfare work and insurance and old- 
age pension is simply poppycock. Enfeebles 
a workman’s independence—and wastes a 
lot of honest profit.’’ , 


Within the last fifty years it has become 
accepted that workers’ organizations 
should be represented on bodies set up to 
decide on wages and working conditions. 
But not because any such right has been 
voluntarily admitted by employers; rather 
because workers have been able to exert 
sufficient influence to obtain representation. 
Now it is widely considered that consulta- 
tion on wages and working conditions is the 
limit to which the influence of labour 
organizations on management decisions will 
go. But it is quite possible that, in fifty 
years’ time, such a view will seem as reac- 
tionary as the views of fifty years ago seem 
to us today. 


There can be no question about the in- 
tention of labour organizations to inter- 
vene in such other or wider matters as they 
deem worth their attention. In Melbourne 
recently one representative urged that ‘‘the 
trade union movement should demand a 
voice on boards of management in various 
industries’’7; commenting on the sugges- 
tion, another representative of workers 
observed: ‘‘The Food Preservers’ Union 
... agree that an elected representative of 
the workers in the establishment should be 
on the board of management, with equal 
voice in making decisions and offering 
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suggestions as directors.’"* Professor 
Chamberlain discusses the whole matter in 
general terms in a review of certain indus. 
trial disturbances in the United States in 
1941: ‘‘The management and direction of 
others do not flow out of legal rights, but 
must be granted by those very people who 
are managed and directed. And the price 
of the grant may be... that management— 
and the owners—yield their independence 
in certain matters of business operation. 
What matters? Potentially none would 
seem to be excluded—whatever matters are 
deemed important to those whose co-opera- 
tion is being sought.’’!® 


In what way is all this relevant to the 
subject we are here to examine? Although 
the law does not specifically provide that 
information about financial matters shall 
be made available to workers or their rep- 
resentatives, these parties may acquaint 
themselves with the contents of the pub 
lished statements (of companies) in the 
same way as members of the public may do 
so; and where no information is available 
they may base their claims or decisions on 
conjecture and supposition. But for what 
purposes may workers even be concerned 
with the financial position and profit of an 
employer undertaking ? 


They will obviously be concerned with 
the way in which profits are divided, for 
they will want to know whether their share 
is, in their view, reasonable. Arising out of 
this, they will be concerned with the way 
profits are calculated, for in general the 
relationships between workers and et- 
ployers have engendered the suspicion that 
employer companies can and do arrange 
their accounts to conceal the true extent of 
profits. Thus they will look at balance 
sheets to see how far asset valuations con- 
ceal profits. Rational participation by 
workers does require that they consider the 
distribution of income—strictly, the pro 
posed distribution of income; but to be 
quite rational would involve that they be 
concerned also with the probability that 
the conditions under which they partici- 
pate will not deteriorate so much that the 
ewployer will be obliged to dispense with 





17W. P. Evans, Federal Secretary of the Fed- 
erated Engine Drivers’ and Firemen’s Association, 
addressing the Trades Hall Council, reported in 
The Australasian Manufacturer, 5 May 1951. 


#* Editorial in The Food Preserver, May 1951. 


~<<¢What is Management’s Right to Manage?” 
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their services or reduce their share of 
entity income. In specific terms, workers 
are interested in the way income will be 
distributed and in the capacity of the em- 
ployer to secure for them regularity of in- 
eome. These are questions which will only 
be answerable in the future, and may only 
be considered profitably now in the light of 
what ‘‘now’’ can shed on ‘‘then.’’ The 
statement of predisposition to trade men- 
tioned above is quite as pertinent when 
considering the expectations of workers as 
when considering other parties. 

But most discussions of the respective 
claims of workers and other parties get no 
further than income questions. For ex- 
ample, there have been issued in the 
United States several lengthy treatments 
by workers’ organizations of the way dis- 
closed profit is calculated: the title of one 
issued by the United Electrical, Radio and 
Machine Workers of America indicates the 
general tenor of these statements—it is 
How Corporations Conceal Profits and 
How to Understand Your Corporation’s 
Financial Report.*® It is clear from some 
of the adjustments to disclosed profit made 
by workers’ organizations that the contri- 
bution of reserves and financial conser- 
vatism to continuity of employment is not 
appreciated. But whatever we may say 
about the criticisms of workers’ organiza- 
tions, they do constitute one of the forces 
or pressures that impinge on the business 
organization ; one of the forces which busi- 
ness managers must take into account when 
deciding on how they shall represent the 
entity to outside parties through the ac- 
counting statements. And if workers base 
their decisions on their expectations of the 
future they shall certainly be interested in 
accounts which are orientated to the 
future, rather than based on the past of 
which they have had adequate experience. 


In General 
The layman may well wonder why such 
a great deal of space has been devoted to 
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demonstrating what is surely obvious: that 
actions we take now are based on what we 
expect to obtain as a result in the future. 
The layman may also wonder why it is 
necessary to stress the proposition that the 
accounting statements are in fact used as a 
guide to action, a form of communication 
expected to procure action. But neither of 
these rather obvious propositions is coun- 
tenanced by accounting theory and prac- 
tice. True, much is written about financial 
statement analysis: but the analysis of such 
heterogeneous statements as the usual 
profit and loss account and balance sheet 
is both mathematically questionable and 
logically insufficient to constitute fair 
warning of what lies ahead. 


The present section has considered only 
a few of the interest groups which con- 
tribute to organization activities, and 
which may be concerned with the reports it 
issues. But the same argument may be 
demonstrated to be relevant to them all; 
people act on accounting statements as if 
they were strictly relevant to the future, 
whereas in fact those statements are rele- 
vant only to the past. There appears to be 
strong grounds, in this case, for seeking to 
make accounting statements relevant to the 
future. 


It should not be assumed from this see- 
tion, however, that a new set of statements 
altogether is proposed. The ‘‘statements’’ 
mentioned above as conditions of rational 
action are to be considered as specifications, 
or as a model, which we shall presently use 
to construct an informative, forward-look- 
ing accounting. 


But before doing so we will examine 
some specific features of the relationship 
between accounting and financial position, 
in an attempt to show that often unneces- 
sary pressures are brought to bear on busi- 
ness organizations because the accounting 
statements do not portray financial posi- 
tion. 


IV—THE FINANCIAL STRUCTURE OF BUSINESS UNDERTAKINGS 


As we have already observed, much of 
the discussion of business affairs which 
takes place within and among the partici- 





* Professor Sanders discusses this and two other 
statements in Company Annual Reports, Harvard 
University, 1949, Chapter VIII. 


pant groups mentioned in the previous sec- 
tion centres around the rate of profit being 


earned. It is natural, I suppose, to be 
curious about what others are getting out 
of what we consider to be a joint enter- 
prise. The rate of profit crops up in in- 
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dustrial arbitration proceedings, in par- 
liamentary discussion, in tariff- and price- 
fixing hearings: it is the subject of dis- 
cussion by taxation experts, economists, 
brokers and their clients, bankers, opinion 
pollers, accountants, men in the street— 
and even businessmen. 


Sometimes it is the amount of profit 
which excites attention, but most people 
are familiar with a ‘‘rate of profit’’ even 
though they are hazy about the basis of the 
rate. For some purposes the rate of profit 
is a ratio of profit to sales, but by far the 
commonest use of the term is to describe 
the ratio of profit to capital, whatever that 
may mean. The relationship between profit 
and the capital of an undertaking assumes 
such importance that businessmen are con- 
tinually obliged to consider whether the 
capitalization of their businesses is appro- 
priate to the conditions under which they 
operate. For this reason, to deal with the 
problems of capitalization would appear to 
present opportunities for discussing most 
of the critical features of our subject. 


Capitalization 


The capitalization of business enterprises 
does not seem to have attracted much at- 
tention on the part of accountants, and 
among the writers on business finance there 
is no unanimity on the meaning attributed 
to the term ‘‘capitalization.’’ A. S. Dewing 
defines it is ‘‘the sum total of the par value 
of all the shares.’’*! Others include in the 
notion the long-term borrowings of a com- 
pany.?? Yet others distinguish a process of 
capitalization carried out by promoters or 
managers as distinct from the capitaliza- 
tion of the business; ‘‘capitalization is the 
act or process of fixing the value of an 
enterprise for the purpose of determining 
the capital liabilities which the company 
may assume.’’** This is similar to the cal- 
culation by which the capital sum necessary 
to yield a given money return at a known 
interest rate is found; as when we say that 
a yield of £10,000 capitalized at 124 per 
cent represents a capital sum of £80,000. 





"Corporation Finance, The Ronald Press Co., 


New York, 1931, p. 4. 

2For example F. F. Burchett, Corporation 
Finance, Harper & Bros., New York, 1934, p. 349; 
Husband & Dockeray, Modern Corporation 
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There appears, from these views, to be 
some connexion between the capital liabili- 
ties assumed (or the sum of all long-term 
securities issued) and the yield expected 
from the enterprise supporting those lia. 
bilities. The connexion deserves some con- 
sideration, for from it arises the test of 
the appropriateness of the capital struc. 
ture of enterprise. 

When the capital of an enterprise is 
under consideration, there appear to be 
several sets of data upon which it may be 
computed. Firstly, the outstanding securi- 
ties may be valued actuarially or by refer- 
ence to their market values. Taken at mar. 
ket values such a capital would represent 
something like the cost of acquiring the 
undertaking as a going concern under com- 
petitive conditions in the investment mar. 
ket. Inasmuch as market values represent 
the consensus of investors’ expectations, 
there will clearly be some relating of mar. 
ket price with yield on the part of inves. 
tors. 

Secondly, we may have recourse to the 
accounting statements of the undertaking, 
and use for the capital invested the aggre- 
gate of shareholders’ funds shown in the 
balance sheet. Although this sum may 
differ from the subscribed capital, the dis- 
crepancy will not bother us, for only in the 
least sophisticated circles is a security sup- 
posed to be worth its face value. The 
aggregate of shareholders’ funds is not an 
unequivocal amount however; it is subject 
to all the rules and conventions adopted 
and opinions held by those responsible for 
the statements ; and accountants are among 
those responsible. For this reason, the esti- 
mate of capital on the basis of book value 
is so conventionalized that it may often be 
suspected of being irrelevant ; and this sus 
picion is sufficient often to induce business 
men to do something about it, as we shall 
presently see. 

Thirdly, we may, using the accounting 
statements again, take the earnings and 
capitalize them at the rate of profit, or the 
yield, common in the market at the time. 
Two different kinds of conjecture arise in 
this case: the figure for earnings, being the 





Finance, Richard D. Irwin, Ine., Chicago, 1948, 
p. 176. 


* Bonneville and Dewey, Organising and Finax 
cing Business, Prentice Hall, Inc., 1936, p. 108. 
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result of accounting processes, is subject to 
the same qualifications as is the aggregate 
of shareholders’ funds; and the current 
yield for any given class of securities is not 
easily determinable even statistically. 

Fourthly, we may have the assets and 
obligations valued and derive the equity of 
owners on the basis of eurrent values. On 
the formation of a new enterprise there will 
be little difference between this estimate of 
capital invested and the book value of 
shareholders’ funds, but as time passes dis- 
erepancies will arise if there is any change 
in property and equipment values. 

There may be other ways of attempting 
to compute capital, but these are sufficient 
to permit us to draw out the important 
features of these alternatives. 

In his attempts to grapple with the prob- 
lem his portfolio raises, an investor is 
scarcely likely to be influenced by conven- 
tional values and estimates other than those 
he makes himself or has made to his orders. 
Current market values, past dividends, 
current expectations as to yield we may 
aver to be his main concern; he is unlikely 


to be very much concerned with asset 
values as they now appear in published ac- 
counts except perhaps to test a view that 
as an investment the undertaking is a 


borderline case. But can we say the in- 
vestor is concerned about any precise re- 
lationship such as percentage of profit on 
shareholders’ funds? There is no direct 
empirical evidence to help us resolve this 
question. But the practice of the commer- 
cial and financial Press and of most men 
in the street confirm us in the belief that it 
is not the return on aggregate share- 
holders’ funds but the return on subscribed 
capital that is important as a guide to in- 
vestors’ actions. 

But the subscribed capital will differ ac- 
cording to the way adopted for computing 
capital needed. On the launching of a new 
venture the shares issued may represent 
much more than the cost of the tangible 
properties acquired or to be acquired. The 
excess will not be arbitrarily determined, 
but will bear some relationship to the ex- 
pected yield from the investment. An 
anecdote of Boswell illustrates the point. 
Dr. Johnson, when acting as executor to 
an old friend, Thrale the brewer, was 
asked what he thought to be the real value 
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of the brewery. He replied: ‘‘We are not 
here to sell a parcel of boilers and vats, but 
the potentiality of growing rich beyond the 
dreams of avarice.’’** 


Now it matters not how carefully the 
promoters attempt to see the end from the 
beginning, their expectations will seldom 
be completely justified. In many cases the 
enterprise will be able to operate within 
reasonable distance of the level of returns 
expected. In some cases, however, achieve- 
ments greatly exceed or grossly fall short 
of expectations. This may happen not only 
at the inception of a venture, but also, 
through allowing some matters to get out 
of hand, at later stages of its history. It 
gives rise to conditions of under- or over- 
capitalization. 


These terms appear to be the subject of 
considerable misunderstanding, but we 
shall adopt the following as definitions. 
When the profit remaining after meeting 
interest on deferred liabilities and divi- 
dends on preference shares bears an un- 
usually high ratio to the ordinary share 
capital for any considerable period, the 
undertaking will be deseribed as under- 
capitalized. When the same residual profit 
is unusually low for any considerable 
period, the undertaking will be described 
as over-capitalized. The consequences of 
each may be discussed briefly. 


OVER-CAPITALIZATION may injure the in- 
terests of owners, employees, consumers, 
and the undertaking itself. A low rate of 
profit does not inspire great confidence on 
the part of creditors; any attempt to re- 
habilitate an over-capitalized business may 
therefore need to be preceded by such an 
adjustment of the capital as will make it 
appear able to meet its periodic commit- 
ments for interest and dividends at least. 
A reorganization of capital may involve 
some immediate sacrifice on the part of 
owners, but this may be the only way in 
which the main part of their investment 
may be preserved and made remunerative. 
It may be argued on the same grounds that 
employment may only be secured by a cor- 
rection of over-capitalization. Except in the 
ease of over-capitalized public under- 
takings, reorganization may be the alter- 





* Quoted b 
Shares, John 


Hartley Withers in Stocks and 
urray, London, 1948 ed., p. 73. 
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Accounting and Business Finance—continued 


native to abandonment. The interest of 
consumers may be prejudiced insofar as 
the undertaking enjoys any monopolistic 
advantage: where competition is keen, 
price will be tied fairly closely to the prices 
of firms which are more efficient financial- 
ly; but monopoly features may enable an 
over-capitalized firm to make the con- 
sumer pay. Finally, over-capitalization may 
predispose the managers to false economies, 
inadequate disclosure, and similar make- 
shifts to evade criticism and to avoid loss 
of confidence in the firm. 


It would appear that the pressurcs aris- 
ing from groups other than creditors are 
less compelling in this case than in the case 
of under-capitalization; for there are no 
evident excessive profits to arouse the ac- 
tive opposition of other parties than 
owners, and owners may, if they are dis- 
satisfied, dispose of their interests. 


There are, of course, some advantages in 
over-capitalization, but they are hardly ad- 
vantages one associates with efficient busi- 
ness. For example, where funds are ade- 
quate or more than adequate for all pur- 
poses which management may wish to 
carry out, the firm may obviously have 
greater flexibility and versatility, but if 
this encourages unusual and easy optimism 
it may quickly aggravate the situation. 


UNDER-CAPITALIZATION also may _  ad- 
versely affect the participation of some 
groups, such as workers, consumers, sup- 
pliers; and it may induce action on the 
part of regulatory bodies to control such 
profits as appear to be excessive. If the 
rate of residual profits to ordinary capital 
is unusually high, worker groups may 
easily become restive, expressing their un- 
willingness to co-operate by making new 
claims for improvements in wages and con- 
ditions and’ even endeavouring to back up 
their claims by actual or threatened with- 
drawal. The reactions of consumer and 
supplier interests are not so_ easily 
observed : they are the subject of much less 
publicity than relationships between 
workers and employers. But adjustments 
in contract prices and conditions may be 
none the less real, provided the interested 
external parties show sufficient solidarity 
and determination. If the under-capital- 
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ized firm is recalcitrant in the face of de. 
mands for better prices, there is always the 
possibility that new competition may arise 
in the expectation of equally high profits, 

And what of the investor? Under-capi- 
talization would tend to raise the price of 
ordinary shares because of the high divi- 
dend rate of past periods and/or the ex. 
pectation of high dividends or capital ap. 
preciation in the future. In some cases this 
may make the market price of such securi- 
ties so high that few investors are able to 
trade in them. Negotiability is reduced, and 
the price at which bargains are struck is 
less a reflection of free market forces than 
if more investors were interested in the 
securities. Furthermore, the demands made 
on the under-capitalized firm by partici- 
pating organizations may be such that the 
rate of profit is considerably reduced in 
future periods. 


If these disabilities are to be avoided, 
who shall impugn the wisdom of taking 
steps to relate the capital structure of a 
business organization to its profits? Who 
shall say asset revaluation and bonus share 
issues and similar methods of adjustment 
are unsound, from the point of view of the 
organization, when their purpose is to 
secure the co-operation and goodwill of 
parties having such diverse interests as 
owners, workers, and managers, and con- 
sumers may appear to have? 


To judge by the current spate of capital 
adjustments in Australian companies, 
capitalization would seem to be important 
to company directors if not to their ae- 
countants. The adjustments referred to 
are those involving an increase in the 
potential obligation to disburse profits 
without a simultaneous increase in actual 
funds available : bonus share issues and the 
conversion of preference share issues and 
long-term debts into ordinary shares are 
the forms this adjustment takes. 


An adjustment of this kind may not be 
lightly undertaken, but the conditions de- 
termining its appropriateness are few. The 
most important is that there must be ev- 
dence to justify the expectation that the 
enterprise will be able to support a larger 
dividend obligation (i.e. larger in terms of 
money, though the rate of dividend may be 
higher, the same, or lower) than before ad- 
justment. Under what conditions, the, 
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Accounting and Business Finance—continued 
may it be feasible for a company’s manage- 
ment to alter a capitalization which has 
been established as the result of various 
financial decisions in the past ? 


Pursuing a canon of financial prudence, 
funds may have been raised by issues at a 
premium in order to avoid the possibility 
of achievements falling far short of expec- 
tations or to provide against errors in esti- 
mates due to lack of complete knowledge: 
if neither of these contingencies eventuate 
and the premiums can be used effectively 
in the business, evidently it will be able to 
support a larger paid-up capital. The ad- 
justment in this case is merely a matter of 
converting a dividend-free ownership in- 
terest into a dividend-paying interest with- 
out adjustment of assets values. The effect 
is to change the legal rights of members 
and the legal status of the company (things 
external to accounting), but insofar as the 
extent of disclosed profits is the mainspring 
of such adjustments, the method of ac- 
counting has obviously an important in- 
fluence on decisions about the capitaliza- 
tion of an enterprise. 


Alternatively, the profit-earning cap- 
acity of an enterprise may have been 
underestimated from the start. If retained 
profits can be put to equally profitable use, 
this will aggravate the relationship between 
profits and paid-up capital. It may then 
be deemed advisable to increase the paid- 
up capital by a conversion, as before, of a 
dividend-free ownership interest into a 
dividend-paying interest, to avoid the re- 
percussions mentioned above. It will not 
matter whether profits have been fairly 
computed and fully disclosed or whether 
depreciation charges and similar value ad- 
justments have been made in such a way as 
to understate profits; it will be the dis- 
closed profits which will determine the need 
for adjusting the capitalization. 


Finally, the profit-earning capacity of a 
business enterprise may at any time be 
higher than for its contemporaries because 
it was established when prices of capital 
goods were at a much lower level; the paid- 
up money capital determined with refer- 
ence to the aggregate of the prices of the 
necessary capital goods and the market 
prices of the finished product will be more 
profitable than money capital subscribed 
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to set up an identical enterprise at the 
higher level of prices. It may be considered 
advisable then to increase the dividend- 
paying ownership interest and the book 
values of the assets simultaneously. The 
two former circumstances justifying a 
change in the capital structure may arise 
at any time, even when there is no shift 
upwards or downwards in prices, for ex- 
pectations of profits can at any time be 
found to be false. This third circumstance 
is not a question of expectations so much 
as changes in fortune, but its effect is very 
much the same, for the rates of profit being 
earned by old and new firms in the same 
industry will suggest that the old firm can 
support a much greater paid-up capital 
than it has in fact. 


It seems important to note that an ad- 
justment to the capitalization of a business 
may take place at any time, because some 
people appear to believe that such adjust- 
ments are unusual or even heretical. In ac- 
counting it is commonly considered that 
downward revaluations are virtuous, up- 
ward revaluation iniquitous; so that the 
directors of those companies which are to- 
day writing up their assets and making 
bonus share distributions are believed by 
some to be acting without prudence. As we 
have tried to show, this view neglects 
several important practical and legal con- 
siderations and makes accounting a mere 
formality rather than a vital system of 
business communications. 


It is in the nature of conventional ac- 
counting that it subjects the relationship 
of profits to capital to continuous distor- 
tion when price levels are not stable. For 
profits are then computed in terms of units 
of purchasing power quite different from 
the units in which the paid-up capital is 
represented. When price levels are rising, 
the accounting statements, to the extent 
that stocks and fixed assets are significant, 
tend to represent as under-capitalized firms 
which would not appear to be under-capi- 
talized if the investment were measured in 
the same terms as the profit. When price 
levels are falling, accounting statements 
tend, of themselves, to suggest over-capi- 
talization ; but the cost or market rule for 
stock is not the cause in this case; the 
treatment of fixed assets is to blame. 
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Accounting and Business Finance—continued 

When the accounts represent a business 
undertaking in such a light, the forces and 
pressures mentioned in the paragraphs 
dealing with under- and over-capitalization 
are brought into play; unnecessarily, or 
from the entity viewpoint improperly, in 
most cases, for by fully delineating what 
has taken place it would become apparent 
that the entity is not functionally out of 
order, but that its communications system 
is. What is worse, once those forces are 
engaged, it is difficult to avoid making some 
compromise. It is not always possible to 
satisfy the claims of workers, investors, 
and taxing authorities, merely by a change 
in the figures, that things are not what they 
appear to be; they will demand some more 
substantial satisfaction usually, and this 
may be contrary to the interest of the par- 
ticipating parties as a whole, contrary to 
the interest of the organization. 

It seems to be important that, to avoid 
improper pressures being exerted by speci- 
fic groups, accounting should properly rep- 
resent the financial position and structure 
of accounting entities,. without bias con- 
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ducive in any way to the destruction or 
inefficiency of the entity. A different view 
of the accounts than that commonly adop. 
ted is necessary to ensure this. 


What of Management? 

Throughout this lecture no lengthy ref.- 
erence has been made to the way in which 
businessmen may use the accounting state. 
ments for the purpose of formulating 
financial policies. The whole argument, 
however, clearly indicates that if the 
organization is to be managed effectively, 
managers will be obliged to consider the 
effects of such policies (and statements 
bearing on them) on the willingness of 
others to participate in organization ac. 
tivities. They will, as ‘‘stewards,’’ be 
anxious to see that the entity is maintained 
in a fit condition to carry out its economic 
purpose, and to see that no unwarranted 
pressures are permitted to diminish its 
capacity to do so. This is a view of 
stewardship which appears to be realistic, 
but it requires a different kind of report- 
ing than the historical record conventions 
yield. 


(To be concluded) 





EVEN CPAs HAVE TROUBLE WITH WOMEN! 


Under this heading, the Journal of Accountancy, October, 1950, publishes the fol- 
lowing heart-rending appeal from a correspondent : 


‘‘For several years now, I have endeavoured to lead my wife carefully by the 
hand down the rocky, winding path of accounting and make clear to her the basic, 
fundamental and elementary aspects of a published financial statement. By compar- 
ing the money in her purse to the ‘Cash on Hand and in Banks’, the money her 
sister owes her to ‘Accounts Receivable’, the money she owes the department store 
for that new dress to ‘Accounts Payable’, ete., I thought I was making pretty good 
progress. Recently, however, she happened to see a statement of financial condition 
of one of our local banks in the daily paper. After studying this for a moment, she 
said ‘Well, I see the Security National Bank came out even again this year!’ 


‘‘T hereby resign from this educational program. Do you know anyone who would 
be willing to carry on from here?’’ 
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ELEMENTS OF COST CONTROL 


by 


W. A. ELLIs, A.1.¢.A. 


(Extract from a talk to a group of executives of food-manufacturing companies) 


Importance of Standards for 
Cost Control 


As human beings, we judge all things by 
standards and comparisons. How often do 
we hear ‘‘He is a tall streak,’’ ‘‘Isn’t she 
fat?’’ ‘‘Isn’t he clever?’’ ‘‘He is a good 
athlete,’” and so on. When we pass these 
observations, we are comparing the person 
in question with a standard of what we 
think a normal person should be. Indi- 
vidual ideas of a standard for comparison 
vary according to the tastes and experi- 
ences of the person making the observation, 
therefore it is essential to establish specific 
standards as common ground for compari- 


sons. 
Management governs on the principle of 
exceptions. It leaves well alone those things 


which are going well and according to plan, 


and concentrates on weaknesses. The func- 
tion of cost control is to concentrate man- 
agement’s attentions to those things which 
are not going well. 

Without standards for comparison, we 
will not know if things are going to plan, 
so our cost standards are the yardsticks for 
factory cost performance. 

For the standards to be of value they 
must predict what costs should be in the 
forthcoming cost period, and _ results 
achieved should be compared with these. 


How Standards are Determined 
and Stated 
Standards are stated in the standard cost 
estimate. 
A typical standard cost estimate is shown 
below: 


STANDARD COST ESTIMATE FOR YEAR ENDING 30 JUNE 1952 


Description of product: Evaporated milk x cases 

Date: 1 July 1951. 

Unit: Case. 

Operation Labour Hours 
per Unit 

Receiving 

Condensing 

Packaging 


Material Standard quantity 
per unit* 
10 gals. 
30 each 
1 each .. 
30 each 
Estimate 


Milk ee 
Tins and lids .. 
Cases 

Labels 

Sundries 


*In practice allowance is made in 


From the above we now know that for 
the year ending 30 June 1952 our manufac- 
tured cost averaged over the year should be 
600d. = 50s. per case. 

This figure is used to determine cost to 
make and sell and determine prices accord- 


; 30 tins, each 24 oz., per case. 


Unit Cost 
(pence per unit) 
60 
45 
30 


Cost Rate 
(pence per labour hour) 
60 
90 
60 


135 


Total labour and factory expense: 


Rate Total 


36d. per gal. - . 360 
1000d. per 1000 .. 30 
71d. each es ge te A 71 
3006. per 2000 .. .. ws 8 


600 


this figure for a normal waste factor. 


Total manufactured cost: 


ingly. During the year unanticipated 
changes may occur, but frequency of these 
will be very small if the estimates have 
been properly prepared. Should a sub- 
stantial change occur, it is easy to adjust 
the standard for the change. 
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Elements of Cost Control—continued 
From what Information is the Standard 
Cost Estimate Prepared? 


Broadly, from several principal sources: 
(1) standard times arrived at from 
time study ; 
(2) standard material specifications ; 
(3) standard prices; 
(4) cost budget giving standard cost 
rates for labour and expense. 


Standard times should be determined by 
time study. This is the only satisfactory 
way. 

Standard material specifications should 
include allowances for normal waste fac- 
tors. 


When it comes to standard prices, it 
must be borne in mind that the standard is 
being determined for the whole period; it 
is a representative standard for the whole 
period. When determining standard prices, 
therefore, it is necessary to anticipate price 
movements for the period, e.g. in setting a 
standard price for milk, the actual price to 
commence may be 30d. per gallon; after six 
months it may be 40d. per gallon, and re- 
main so until the end of the year. Due con- 
sideration must be given to quantities pur- 
chased at various prices to obtain a proper 
weighted estimate. You may say, ‘‘Why 
cannot the standard be revised when a firm 
price movement is known?’’ The reply is, 
**Yes, it can be done’’; and your procedure 
depends on the manufacturing and sales 
policy of the firm, e.g. if sales are made 
forward and stocks are bought in advance 
for each season (as is often the case with 
food processors), it should be necessary 
only to revise standards each season 


The Cost Budget 


Standard costs are essentially predictive, 
and are based on a cost budget. 


The cost budget provides an estimate of 
the number of man-hours for the period 
and the amounts of expenditure antici- 
pated for direct labour, indirect labour, 
and factory expense. It is sometimes found 
convenient to combine direct labour with 
indirect labour and factory expense to gain 
one cost rate. For simplicity, our example 
to-night has been so treated. In other cases, 
direct labour is dealt with separately in a 
manner similar to materials. 
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The cost budget can be prepared by 
operations or departments so that a separ. 
ate cost rate can be prepared for each de. 
partment. The cost rate is expressed in 
pence or shillings per man-hour (or labour- 
hour, which is the same thing). 


A simple example of a cost budget would 
be: 


Budget Budget Budget Cost 
Man-hrs. £ Rate (pence 
per hour)* 


Receiving .. 12,000 3,000 60 


Condensing ra 4,000 1,500 90 
Packaging .. 4,000 1,000 60 





20,000 5,500 





* These are the rates used in the standard cost 
estimate. 


In practice the cost budget is more com- 
plicated, but the principle is the same. It 
may be deemed convenient to use vat-hours 
or machine-hours for some or all of the 
labour and expense. 


The Cost or Operating Statement 


A typical cost statement is detailed 
below. This statement gives the factory 
manager and the general manager the in- 
formation they need. 


OVER-SIMPLIFIED EXAMPLE OF 
OPERATING STATEMENT 
Monta or Juty, 1951 


Value of products made at standard cost 12,685 
Variance on purchasing of materials— 

gain cae te aie. ane aes One ee 84 
Variance on use of materials—loss .. 
Variance in factory efficiency—gain 
Variance in factory expense—loss .. 


Total variance—loss 
Total actual cost of products made .. 


Loss as % of standard 


The factory manager receiving this state- 
ment would want to know why the vari 
ances on use of materials indicate a loss of 
£1128. In practice this figure would be 
broken up into types of materials, and he 
could see which specific material was ¢con- 
cerned. 


On the management principle of excep- 
tions, he will accept the good results and 
devote his attention to the poor ones. 


(Continued on page 233) 
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Elements of Cost Control—continued 


The preparation of the operating state- 
ment is achieved from production records 
and the standard cost estimates. How this 
is done can be read and understood from 
any textbook provided you first understand 
the principles involved. Broadly, the prin- 
ciple is this: The sum of £12,682 shown as 
value of products made at standard cost is 
equal to the number of product units made 
multiplied by the standard cost per unit. 

For example, taking our standard cost 
estimate of 600d. or £2 10s. per case, and 
actual production of 5074 cases: 


5074 & £2 10s. = £12,685. 


Actual cost is obtained from the finan- 
cial records. 

Similarly, by taking subdivisions of stan- 
dards, the composition of the total variance 
can be broken down into its components 
and the losses or gains pin-pointed. 


Follow-up 

The profit and loss account shows how 
much profit has been earned. Your cost 
statement will show how the profit was 
earned and why it was more or less than 
anticipated. 


The cost statement will throw light upon 
many losses; it will in many cases show 
gains and improvements. It is the 
barometer of cost performance. 
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It is a mistake to throw the whole respon- 
sibility for cost performance upon the fac- 
tory manager’s shoulders. There are items 
of factory cost which can be influenced 
directly by the sales manager, the pur- 
chasing manager, the cost accountant, and 
the board of directors. 

The proper follow-up of cost statements 
is a co-operative affair, where each person 
naturally assumes his own share of respon- 
sibility based upon his own knowledge of 
the extent to which he can and does in- 
fluence costs. 

A capable manager will organize his com- 
munications so that each person under his 
guidance can see the cost barometer as it 
affects his own job. Therein lies the true 
art of successful cost control. 


Conclusion 


It is unfortunately true that our poor 
finite minds cannot adequately conceive 
costs in motion. When costs accelerate 
rapidly, as is happening to-day, we come to 
realize our inadequacy . 

We have become accustomed to accepting 
the still picture as indicating the whole 
story. In to-day’s rapidly-moving affairs 
the still is just a snapshot of a state of 
affairs at a certain time. Proper cost con- 
trol takes account of movements and trends 
and rates of increase and decrease, so that 
continuous corrective action can be taken 
up to date without losing pace with the 
motion of costs. 





TASK OF FINANCIAL ACCOUNTING 


In the course of the speech made by Mr. G. O. May when accepting the honour of 
being elected one of the first members of the Accounting Hall of Fame of Ohio State 


University on 19th May, 1950, he said: 


**The task which financial accounting has faced, has been to move in the direc- 
tion of certainty and simplicity in an economy which was moving rapidly in the 
direction of complexity and uncertainty, if not confusion. The task may be likened to 
that of the billiard player in the Mikado—to control, as it were, the cue ball (of 
accounting classification) to bring together in proper relation the two object balls (of 
revenue and cost) on a cloth untrue (of contractual relations indefinite or deceptive 
In expression) with the twisted cue (of ambiguous terminology and conventions) and 
the elliptical billiard balls (of an unstable monetary symbol). And this has to be done 
for an audience which is wholly unaware of the defects of the equipment provided, 
and which has been led to believe that the task is easy.’’ 


—From The Accountant, 7th October, 1950. 


B 
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RISING COSTS IN INDUSTRY 


by 


R. W. J. OLIVER 


THE COST ACCOUNTANT AND THE TREND OF COSTS 
(A lecture to the Victorian Division of the Australasian Institute of Cost Accountants, 
by Mr. R. W. J. Oliver, Assistant Finance Manager, General Motors-Holdens Ltd.) 


In putting ‘‘National Development and 
Economic Trend of Cost’’ as the introduc- 
tion to my subject, I am mindful of the 
necessity of adapting our thinking to the 
times in which we live, for costs today are 
on a very different level to those of any 
time heretofore. 

So long as any of us here can remember, 
costs in industry have been on the upgrade, 
except in periods of economic depression, 
but even then the periods of recovery have 
lifted costs to higher levels than existed 
pre-depression. 

As accountants, we are trained to face 
facts, and there is a great need for us to 
bring our influence to bear in the com- 
munity at this time. There are many voices 
being heard, but many of them are unquali- 
fied and dangerous. So much smoke has 
been raised on current economic issues that 
we can no longer see the fire for the smoke. 

If we are to develop this country, if we 
are to improve the standard of living of 
our people, we have to be prepared to pay 
the cost of doing it. 

If we develop the country beyond our 
financial ability, if we improve the stan- 
dard of living of our people beyond our 
financial ability, then we have to incur a 
debt and pay the cost of that debt. 

If we alter the capital values of our in- 
vestment in this country or the capital 
values of our standard of living, then we 
must be prepared to alter the values of our 
national income. 

When we raise the values of our national 
income by any means other than increased 
production of locally consumable or ex- 
portable goods, then to that extent we have 
inflation. 

Firstly, as I see it, we have a country 
which is both agricultural and industrial. 
It was not always so. In the alignment of 
the manufacturing industry with the agri- 
cultural industry, we are at this time some- 
what out of balance, but that is to be ex- 
pected in the development period. Never- 


theless, it needs watching, and correction. 
In the interim, we should iron out the 
national inefficiencies which result from 
that imbalance. We have put a heavy in- 
vestment into manufacturing industry and 
have frozen a lot of public spending power 
in that investment. Further, as we expand, 
we will freeze more spending power. That 
should not be overlooked either from the 
viewpoint of correction of the national 
economy or from the viewpoint of perman- 
ent effect on cost of our manufactured 
products. 

However, for the purpose of this talk, | 
want to emphasize the fact that we have 
bought a greater degree of self-sufficiency 
and have had to pay the cost of it. 

Secondly, as I see it, we have a marked 
improvement in our standard of living. 
Let’s be fair on that point. It is hard for 
we salaried people to see it when we look 
at the improvement of wage people, but I 
think we must all agree that our pockets 
are not as tight as they used to be. 

We might envy the wage people their 
percentage gain, but we don’t wish to deny 
them it. 

The radios, the hot-water systems, the 
many household aids and enjoyments are 
here to stay, and let’s hope there are many 
more to come and we’ll be in it. 

This improvement in our standard of 
living has been earned largely by our own 
investment in our manufacturing industry, 
and, in consequence, by our own produc- 
tion. Much of our gain by way of imported 
products has come from export of our sur- 
plus industrial and agricultural products. 
We have earned that degree of gain in our 
standard of living, but don’t overlook the 
fact that it has had to be paid for in the 
cost of the investment from which it has 
come. Furthermore, we have had to buy 
our shorter working hours and our many 
rest days. 

In those two things is some measurement 
of the degree of inflation we have today. In 
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Rising Costs in Industry—continued 


them there is a fair degree of economic 
waste which needs our attention. However, 
these two things are, in the main, perman- 
ent, and they have very much raised our 
national level of costs. When we talk of 


costs, we must include them in our thinking 
and get ourselves on to the modern plane 
in both the measurement and expression of 
costs, for these two influences permeate 
right through costs in every phase of our 
primary and secondary industries. 


Finally, on this subject, I want to bring 
in a third aspect, for it has a very import- 
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ant bearing on the other two and is, I 
believe, the real bogey of our inflation. 

This is the increase in our national in- 
come due to inflated export prices. It gives 
a holiday spending spree to those who 
benefit, but inflates selling prices of locally- 
produced goods in short supply. It 
shouldn’t, but, human nature being what it 
is, it does. Furthermore, it disturbs and 
gives artificiality to home market levels and 
also deceives us quite a bit on the point of 
our improved standard of living. When it 
disappears it will leave us in quite a whirl 
unless we can replace it with added produc- 
tion and added export sales. 


THE DEVELOPMENT OF COST ACCOUNTANCY IN AUSTRALIA 


In this part of the subject I had wished 
to talk on the development of accountancy 
in Australia, but your Institute made a re- 
quest that I place emphasis on the develop- 
ment of cost accountancy. 

The two things are in actual fact the 
same, for cost accountancy is only a part 
of accountancy and you can’t be a good 
cost accountant unless you are first of all 
a good accountant. There are plenty who 
think they can be, but sooner or later those 
gentlemen come up against a wall which 
they cannot either get over or around. 

Some have the idea that cost accountancy 
is new, and if that is so, one must ask who 
kept costs down before its introduction. 
Maybe the answer to that is that the advent 
of cost accountancy put costs up. 

Some have the idea that you can take 
cost accountancy away on its own and deal 
with it as a separate and distinct science. 
I don’t think you can in actual fact, but I 
do think that you can concentrate the 
energies of good accountants on cost con- 
trol and get handsome results from that 
concentration. 

Cost accountancy and auditing, as I see 
them, are subjects which in their applica- 
tion have a lot in common. They cannot be 
laid down word by word and figure by 
figure in textbooks as to their application 
to a particular business. You can teach 
their basic principles, but in their applica- 
tion individualistic thought is paramount. 
The principles in both cases must be defi- 
nitely established, be properly applied, and 
at all times be recognized. Any amount of 
training which you give students or obtain 
yourselves by post-graduate courses and 


discussions can be nothing more than an 
equipment of the mind to deal with the 
many and varied problems which come up 
day by day in individual industries. 

That thought should, I believe, be very 
clearly recognized by all of our accoun- 
tancy institutes in the training of ac- 
ecountants, for I fear that we produce a 
mentality through our institutes which is 
of considerable danger to us both individu- 
ally and collectively. The same danger lies 
in our basic educational system, and that 
is that when we have qualified in accoun- 
tancy or have left school we are inclined to 
assume that we are educated, when, in 
actual fact, all that has happened is that 
we have been taught to learn. I am inclined 
to the thought that the degrees of our ac- 
countaney institutes are little more than 
certificates of matriculation to the univer- 
sity of actual experience. Those who have 
not that matriculation should not be per- 
mitted to enter that university or practise 
within the field of its faculties. 

The development of cost accountancy, or, 
I should say, the specialization of cost ac- 
countancy in this country to date is not, I 
believe, very great, as it has been more by 
way of experiment than actual application. 
It is good that you have an institute to 
bring together the minds of all its practi- 
tioners to the end that the discoveries of 
one may be made known to all who are in- 
terested in the science. Individually, un- 
fortunately, I think the cost accountant has 
created an atmosphere around himself 
which is not to his credit and is certainly 
not to his advantage. As one of your mem- 
bers made mention to me after the last 
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Rising Costs in Industry—continued 

meeting here, there is something of the 
salesman in every one of us, and I think 
we have been too prone to make capital for 
ourselves out of the mistakes and failings 
of others. There has been too much looking 
to the needs of top management in the pub- 
lication of costs and too much, I am afraid, 
of the colouring of those publications for 
the enjoyment of top management and the 
eredit of the cost accountant. 


Costs, in the main, originate and go hay- 
wire down the line, and it is there that I 
think the cost accountant should firstly 
direct his attention to get corrected quickly 
that which is off colour and to contribute 
his peculiar qualifications in the discovery 
and correction of bad trends. 


Furthermore, it is equally important 
that he discovers good trends and makes 
them known to both the factory personnel 
and top management alike to the end that 
all those interested in and charged with the 
progress of a company know which road 
pays and which does not. 


Likewise, I think the cost accountant 
should be very careful in seeing that he 
does not flood busy people in the factory, 
or, as far as that goes, top management 
either, with a mass of detail which they do 
not want and should not have time to spend 
on. If these publications are put out in a 
reasonable summarized form and kept to 
the absolute minimum in number, the cost 
accountant can obtain the enjoyment of 
results of his labours which, unfortunately, 
too few do. 


That aspect of cost accountancy is very 
important, but it is something which each 
individual must play his own way, and, as 
I say, no textbook can tell him how. In 
every individual case he is dealing with a 
different set of people, and people cannot 
be legislated for. He must build a confi- 
dence of him in others and must win his 
own reception. 

From the collective viewpoint, I want to 
refer to a remark by Hon. A. G. Warner, 
who addressed you earlier on the subject of 
rising cost. 


You will remember that in analyzing the 
increments of cost as between controllable 
and non-controllable, he said that there was 
not much you could do as cost accountants 
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about a lot of those costs, as they were 
completely outside your control. I agree 
with Mr. Warner from his viewpoint, but 
in actual fact you can do a lot about them, 
not as individuals, but as a collective body 
of cost accountants. Mr. Warner pointed 
out that a lot of these things are tied up in 
the political sphere, and, on the other hand, 
a lot of them are subject to the influences 
of other bodies. 


It seems to me that when you have got 
hold of something on which you ean build 
a good case for its removal or modification 
in the political sphere, then a presentation 
from an institute of cost accountants as a 
neutral body, and one deeply concerned 
with the economic life of the community, 
cannot be lightly set aside by those in the 
legislative sphere. 


Again, would not greater results be 
obtained if, on matters of industrial costs, 
the institute of cost accountants opened up 
talks with the trade unions. Would their 


approaches not be more favourably received 
and be shrouded less in suspicion than an 
approach by some employers’ organization 


which could be expected to have a natural 
bias on the subject whether they have or 
not. 


The development of cost accountancy in 
Australia, therefore, as I see it, is not so 
much what has been done as what can be 
done in the future. As individual members 
working with a higher knowledge of the 
subject as time goes on, you should be able 
to devote some of your energies to feeding 
the subject of these major and so-called un- 
controllable costs through your institute to 
the proper authorities, and as an institute, 
you have to get men in your lead who can 
get results no less than you can get them as 
individual members in your particular in- 
dustries. 


Here you should have, you probably have 
had, a concentration of good accountants 
as a collective body who can bring an in- 
fluence to bear in the political, industrial, 
and commercial spheres which will tend to 
reduce costs to the proper level, and, 
through those reductions, contribute to the 
development of industry and the country. 
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THE CLEARING HOUSE 


THE HIGH COST OF DYING 


Although there has been no major 
change in death duties for many years, it 
still is an expensive business to die. Rates 
of duty may have remained stationary, but 
inflation of values is responsible for a sub- 
stantial rise in the quantum of duties pay- 
able on a particular estate. 

Subject to correction by readers in other 
States, death duties (State and Federal) 
on an estate of £100,000 are as follows: 

Queensland .. .. £33,742 
New South Wales £38,980 
Victoria + £29,151 
South Australia £31,302 
Tasmania a £29,562 
Western Australia £33,088 


Below is set out Queensland probate and 
succession duty and Federal estate duty 
payable on Queensland estates of various 
sizes. It is assumed that the successors are 
the widow and lineal issue domiciled in 
Australia. If otherwise, the duties would 
be even higher. 


Death Duties 
. £83,380 
70,712 
66,502 
61,954 
56,077 
50,449 
” 45,070 
39,248 
33,742 
28,569 
23,746 


A good Queenslander with an estate of 
£110,000 decides to take out a ‘‘probate’’ 
policy for £10,000 to provide part of the 
duties totalling £39,248 that would be pay- 
able on his estate. The assurance policy in- 
creases his estate to £120,000, on which the 
duties now amount to £45,070, an increase 
of £5822. Of the policy proceeds of £10,000 
the estate thus benefits only to the extent 
of £4178. 

Application of the principle set out in 
“The Clearing House’’ of May 1951 in re- 
spect to gifts prior to death provides some 
interesting examples when applied to 
Queensland estates. 


Value of Estate 

£200,000 
170,000 
160,000 
150,000 
140,000 
130,000 
120,000 
110,000 
100,000 
90,000 
80,000 


The first example is a case where a 
Queenslander with an estate of £200,000 
gives half of it to his family three years 
prior to death. 

Queensland and Federal gift 
duties on the gift of 
£100,000 will amount to... 

By making the gift of £100,000 
and paying gift duties total- 
ling £42,000 the estate is thus 
reduced to £58,000, on which 
death duties will amount to 


£42,000 


14,547 
the total of gift and 
duties 


Making 
death £56,547 


As death duties on an estate of £200,000 
amount to £83,380, there is thus a saving of 
£26,833 if gifts totalling £100,000 are made 
three years prior to death. 

The next example is where a person with 
a Queensland estate of £200,000 has made 
a gift of £100,000 to his family, paid gift 
duties thereon, but the donor dies shortly 
after the gift has been made. In this case 
gift and death duties will total £71,007, as 
under. 

Gift duties as previously 

Death duties on balance of 

estate increased by gift made 
immediately prior to death 


£42,000 


29,007 


£71,007 


Total duties 


Therefore, in this case, by making a gift 
of £100,000 immediately prior to death, 
and paying gift duties thereon, there is a 
saving of £12,373. 

The third example relates to a case where 
a person with an estate of £200,000 gives 
£130,000 to his family three years prior to 
death. 

Gift duties will total 

By making the gift and paying 

duties thereon the estate will 
be reduced to £10,135, on 
which death duties will 
amount to 


£59,865 


1,101 


Making a total of 


.. £60,956 
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The Clearing House—continued 

By making the gift of £130,000 three 
years prior to death, there is a saving of 
£22,414 as compared with the position 
where no gift was made. 

The final example is the case of a person 
who has an estate of £200,000 and gives 
£130,000 to his family, pays gift duty 
thereon, but dies shortly after the gifts are 
made. 

In this case gift duties will be 
the same as in the previous 
case ier tn ae ws. e 

For death duty purposes, the 
gift of £130,000 will be 
added to the balance of the 
estate, and after allowing gift 
duty rebates death duties will 
total 


£59,865 


5,216 
£65,081 


ee ee 

As compared with the case where no 

gifts were made, the making of the gift of 

£130,000 immediately prior to death can 
result in a saving of £18,299. 


Making a total of 
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The ideal way to handle these problems 
is to make a series of smaller gifts over a 
number of years. The average tycoon who 
has spent a lifetime in accumulating assets 
in his own name usually realises the wis- 
dom of this course too late. 

One problem is the nature of the assets 
constituting the estate. It might be difficult 
to have sufficient liquid assets to pay the 
gift duties; but, of course, if there is a 
shortage of liquid assets the problem of 
later finding cash ete. to pay death duties 
might be even more acute. 

Sometimes a person may more conveni- 
ently arrange his affairs by selling his 
assets to a company or a partnership in 
which the shares of capital are owned by 
the members of the family. But a particu- 
lar plan or procedure has to be worked out 
and applied to each individual case. When 
a plan has been decided on, the technique 
in implementing the plan is usually of vital 
importance if the payment of needless 
stamp, gift duties, etc., is to be avoided. 


Toowoomba. R. N. Exuiort. 


Have you anything to clear? 





BOOK REVIEWS 


Accounting in Industrial Management: L. G. W. Ciemson; Butterworth & Co. 
(Aust.) Ltd. Pp. x + 354, ineluding Index; price 60s., less a rebate of 5s. for 


cash. 


The author, in his introduction, points 
out that while the application of new scien- 
tifie production techniques to industry is a 
comparatively slow process, even present 
facilities are not fully used by many enter- 
prises. 


The book is designed to show to manage- 
ment the part which accountants can play 
in ensuring the fullest use of these facili- 
ties, and deals with the arranging of the 
accountancy system so as best to provide 
answers to all the questions which manage- 
ment may ask about the efficiency of an 
industrial enterprise, to enable _ these 
answers to be obtained promptly enough 
to permit effective managerial action, and 
to continue getting them at reasonably 


short intervals to check the effectiveness of 
past managerial decisions. 

Written in clear, straightforward 
language, the book discusses in a lucid and 
practical style the various aids which the 
modern managerial accountant has to offer. 
The author has presumed only a minimum 
knowledge of accountancy on the part of 
the reader, and as well as avoiding tech- 
nical terminology has ensured the clarity 
of the text by the use of almost 200 dia- 
grams and tables. Commencing with an 
examination of the responsibilities of man- 
agement, especially in regard to the capital 
entrusted to it, following through an ex- 
amination of fixed and working capital to 
the thorough discussion of the preparation 
and functions of budgets, historical and 
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Book Reviews—continued 

standard costs, the book concludes with a 
section on differential costs. It is perhaps 
typical that almost one quarter of the book 
_ is devoted to budgets and budgetary con- 
trol. 


This is a book which can be read with 
profit by all concerned with the field of 
industrial management. The practising 
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managerial accountant, besides gaining 
practical benefits from many of the 
methods and illustrations shown, will be 
refreshed by the approach to the descrip- 
tion of many of his functions, while the 
student of cost accounting cannot but 
benefit from the clear presentation of some 
of the more difficult phases of his subject. 


E.R.B. 


Dicksee’s Auditing, Seventeenth Edition: Brian Macre; Gee & Co. (Publishers) 
Ltd., London, 1951. Pp. xvi + 896; price £4 2s.; our copy from The Law Book 


Co. of Australasia Pty. Ltd. 


One of the most treasured books in the 
collection of the present reviewer is the 
Eleventh Edition of Dicksee’s Auditing, 
published in 1919. Even then, it was 
twenty-seven years since the first edition 
appeared. Now what may be called the 


“diamond jubilee’’ edition is out. It may 
be imagined with what feelings of nostalgia 
one turns to the pleasant task of reviewing 
it. The books which we used in our stud nt 
days and in our early years of practice are 
never quite forgotten, even though we may 


have become more or less unconscious of 
the part which they played in forming our 
immature judgments and in setting the 
lines upon which our subsequent develop- 
ment has proceeded. No one who was a 
student or a practitioner of accounting 
while Dicksee was writing will need to be 
reminded of the tremendous impact of his 
work on the practice of auditing in the first 
quarter or so of the twentieth century. 


On his death, his mantle fell on Mr. 
Stanley Rowland, who was responsible for 
the fifteenth and sixteenth editions, and to 
whom Mr. Brian Magee (the author of the 
seventeenth edition) pays a striking tribute 
as “‘A writer and teacher of exceptional 
qualities.’’ Mr. Rowland died in 1946, but 
the sixteenth edition had been prepared by 
him in 1940. So a period of more than 
eleven years has elapsed between the issue 
of the sixteenth and seventeenth editions; 
and, as everyone knows, that period was 
one of spectacular changes in accounting 
practice and theory—no less marked in 
auditing than in the other branches of the 
art. 


Mr. Magee’s task has, therefore, been 
one of special difficulty, and he has carried 


it out in a wholly admirable way. The 
basic structure of the work has been main- 
tained. One remembers so well how it has 
always proceeded from preliminary obser- 
vations on the position of the auditor 
through discussion of routine auditing pro- 
cedures on to examinations of the prob- 
lem of divisible profits and the duties, 
rights, and liabilities of auditors, and 
finally concluded with exhaustive, but ab- 
sorbingly interesting, reports of cases of 
professional interest. That substantially is 
the order of treatment in the seventeenth 
edition. But there is naturally much com- 
pletely new material: for example, a sep- 
arate chapter on holding and subsidiary 
companies, and an appendix giving the 
recommendations on accounting principles 
issued by the council of the Institute of 
Chartered Accountants in England. The 
chapter on form and content of accounts 
and balance sheets includes a thorough 
analysis of the accounts requirements of 
the Companies Act 1948: in this, as in all 
other respects, the volume is a thoroughly 
up to date and comprehensive exposition 
of a difficult art—no less difficult to write 
about than it is to practice. It would be 
well-nigh impossible to praise it too highly: 
it ean be said with assurance that, by the 
eare, ability, and faculty for clear expres- 
sion which Mr. Magee has shown in pre- 
paring this edition, he has placed himself 
worthily in the line of succession of the 
book’s distinguished authors. 


I wouldn’t willingly part with my well- 
thumbed eleventh edition: I wouldn’t will- 
ingly be without the seventeenth — for 
many reasons. Not the least of these 
reasons is that nowhere else is there avail- 
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and other leading cases in the nineteenth 
century down to the Crittall Case (Rez vy. 
Hinds, Musgrave and Steven) in 1950. 


Book Reviews—continued 
able, in such convenient form, so complete 
a record of the chain of legal decisions— 


extending from the Lee v. Neuchatel Case 


A.A.F. 


Accounting Trends and Techniques in Published Corporate Annual Reports, 1951 
Edition: American Institute of Accountants, New York, 1951. Pp. 176; price $10. 


This is the fifth annual analysis, by the 
research department of the American In- 
stitute of Accountants, of trends in the 
form and content of annual reports of com- 
panies in U.S.A. It is based on a survey 


of the annual reports of 525 companies | 


with fiscal years ending between 1 May 
1950 and 30 April 1951. 

More than twenty-five varied industries 
are represented in the survey, and the re- 
ports analysed are accompanied by ecertifi- 
eates from seventy-four different account- 
ing firms. Approximately 600 other reports 
were informally reviewed and are referred 
to, whenever appropriate, throughout the 
book. It is, therefore, a most useful study 
of current practice, all the more so because 
it is arranged in such a way as to show 
clearly the respects in which, and the ex- 
tent to which, practice was changed during 
the year in matters of accounting stan- 


respects were noticeable: the nature of the 
changes shows that, in U.S.A., as in the 
United Kingdom and Australia, the atten- 
tion which has been given in recent years 
to the study of the art of presentation of 
financial information is rapidly resulting 
in marked improvement in the clarity of 
published statements. 

At first sight it might seem that an 
analysis of the reports of American com- 
panies would throw little light on prob- 
lems of presentation of accounts in Aus- 
tralia. However, nothing could be more 
mistaken. There is scarcely a point dis- 
cussed in the whole of this survey which 
does not arise in Australian practice, and 
scarcely a comment which is inapplicable 
to Australian conditions. 

In short, the study should be a mine of 
information for the many companies in 
Australia who are searching for means of 


dards, forms of financial statements, improving the quality of their annual re- 
phraseology in audit reports, and account- ports. | 
ing terminology. Changes in most of these A.A.F. . 
Hotel Accounts: T. J. Barrett; Gee & Co. (Publishers) Ltd., London, 1951; The 
Law Book Co. of Australasia Pty. Ltd. Pp. 84, price £1 9s. 3d. 

Mr. Barrett is to be congratulated on an _ benefit to management; a field in which 
excellent presentation of the problems speed and accuracy in recording is essen- I 
associated with the recording of transac- tial and in which the ‘‘controls’’ which an . 
tions in the hotel trade and the most effee- effective accounting system can provide t 
tive means of dealing with such problems. are of paramount importance. To the ac- f 
He writes with an obvious knowledge of countant who may be called upon to advise n 
the recording and accounting, as well as on the establishment of a new, or the b 
the management difficulties which are in- modification of an existing system, and : 
volved. who has had no previous experience in this 

The author has deliberately emphasised specialised field of accountancy, Mr. 
and explained basic rules and procedures’ Barrett’s book will be invaluable. To the P 
and has commendably avoided the en- accountant who may fairly claim to know fi 
tanglements of special features which are something of the subject it will prove th 
likely to be peculiar to individual hotels. equally useful as a means of improving pi 
The explanations on procedure are copi-_ established procedures. a 
ously illustrated by specimen forms which The author’s hopes that ‘‘the work will m 
have been carefully and skilfully prepared be of value not only to the accountant and 
and which clearly have stood the test of: the bookkeeper but also to those who, at all 
practical application. the present time, are faced with the prob- sti 

Hotel accounts provide a field in which lem of operating their own hotels on 4 ac 
accounting knowledge and techniques can Sound financial basis’’ should be fully COs 

realised. N. 8. YOUNG. ste 


be employed with distinct and measurable 
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COSTING METHODS IN THE MEN’S 
CLOTHING INDUSTRY IN U.S.A. 


The Productivity Team Report on Men’s 
Factory Tailored Clothing Industry gives 
the following interesting account of costing 
methods used in U.S.A. 


The costing system used in the American 
clothing industry is based on the needs of 
two broad groups. The first consists 
mainly of smaller firms which employ 
simple methods such as are used by many 
British firms of similar size. 


The second group comprises larger 
organizations having an advanced and ac- 
curate costing system. The information 
which follows is based on that collected 
from five firms employing from 500 to 2000 
workers each. 


The compilation of periodic departmen- 
tal costing profit and loss accounts is gen- 
erally considered to be impracticable, owing 
to the great difficulty of accurately valuing 
the work in progress in each department. 
One firm operated such a system in the 
past, but abandoned it in favour of a 
simpler method, as its cost was not justi- 
fied. 


The systems follow similar broad prin- 
ciples, though there are considerable varia- 
tions in methods. The general rule is for a 
budget to be prepared at the start of each 
season, based on the actual figures for the 
previous period and the estimated per- 
formances and expenses for the coming six 
months. The budget is detailed, and 
broken down both departmentally and into 
many different categories of expense. 


A fundamental factor in the majority of 
plants is that all goods are sold at a few 
fixed prices based on the average cost of 
the various selling lines. This is made 
possible by using materials coming within 
a narrow price range and a standard 
method of manufacture. 


No single method of costing is used for 
all factors of cost in any plant. For in- 
stance, woollens may be taken in at the 
actual cost and actual amount used (job 
costing) and linings and trimmings as a 
standard amount (standard costing). 


Cloth may be taken in at a standard 
price or at the actual price, but the basis 
for costing is usually a standard yardage 
per garment. Standard costs are always 
used for linings and trimmings. 


Direct piece-work is costed on a standard 
which is, in fact, actual cost. Because of 
the high proportion of piece workers, 
direct time-workers do not present a serious 
problem. Time-work is usually costed as 
part of the departmental overhead, the 
total amount paid in each department 
being divided by the output. Departmental 
indirect labour is treated similarly. One 
firm combines the total labour cost of 
sponging, cutting, trimming, ticketing, and 
the designers’ department, divides by the 
total yardage of cloth cut, and allocates 
these costs on the basis of the cloth content 
of each garment. 


The unit method of allocating overheads, 
in one form or another, is in most general 
use. In most cases the actual amount used 
in cost compilation is a standard obtained 
from an analysis of the budget. Overheads 
are usually classified as: (i) departmental, 
(ii) factory, and (iii) administrative, sell- 
ing, and distributive. 


The method of costing overheads as a 
percentage of direct labour is completely 
absent from all but the contract plants, 
where production is restricted to a single 
type of garment, usually of the same grade. 

The extent to which costs are checked 
against the budget varies in different 
plants, some breaking down the six months’ 
budgeted costs month by month, either at 
the begining of the six-monthly period or at 
monthly intervals throughout the season. 


As expenses occur they are collected and 
broken down into the same categories as 
are used in the budget. At the end of each 
month it is possible to see which expenses 
have exceeded or fallen below the budgeted 
figure. 


Although some firms record the actual 
amount of cloth used for each cutting, a 
simpler procedure, which seems almost as 
accurate, is sometimes employed, a calcu- 
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Costing Methods—continued The payroll is in all cases analysed in 
lated figure for cloth consumption being great detail, department by department, 
used, based on the number of garments cut and into the various classes of labour, in 
and the standard length for each garment, order that accurate figures may be avail- 
with a periodic overall check at the end of able for the compilation of the budget and 
each financial period. for later comparison. 
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Edited by 
J. M. GREENWOOD, LL.B., F.I.C.A. 


COVENANT IN RESTRAINT OF TRADE: EFFECT OF NATIONALISATION 
ON TREATMENT OF GOODWILL 


The plaintiffs and the defendant carried 
on the practice of general medical practi- 
tioners in Atherstone, in the county of 
Warwickshire, under a deed of partner- 
ship, dated 9 February 1945, clause 21 of 
which provided that a retiring and out- 
going partner should for twenty-one years 
be prohibited ‘‘from directly or indirectly 
carrying on or being interested or con- 
cerned in carrying on the business or pro- 
fession of medicine, surgery, midwifery, or 
pharmacy, or any branch thereof, any- 
where within a radius of ten miles of the 
parish church of Atherstone... but the 
above prohibition shall only apply to a re- 
tiring or outgoing partner carrying on or 
being interested or concerned in the pro- 


fession of a general practitioner.’’ In 1945 
one-third of the partnership income was 
derived from patients living within the ten- 
mile radius, but outside a five-mile radius. 


In 1951 ninety-nine per cent of the 
patients resorting to the partnership lived 
within the five-mile radius. Each of the 
partners had entered his name on the list 
of medical practitioners undertaking to 
provide general medical services under the 
National Health Service Act 1946. On 29 
September 1951, the defendant retired 
from the partnership, but he continued to 
carry on his practice in the district. 

Held: (i) On the true construction of 
clause 21, the effect of the words at the 
end of the clause for the purposes of the 
present case was to limit the prohibtion 
contained in the first part of the clause to 
the exercise of the profession of medicine, 
surgery, midwifery, or pharmacy as part 
of the profession of a general medical prac- 
titioner; the words ‘‘directly or in- 
directly’’ could not be eliminated from the 
clause, but, as the contract was a partner- 
ship agreement between professional men, 
the words did not carry the effect of the 
clause beyond what was reasonably re- 
quired to protect the continuing partners 


against competition, which was, in such a 
case, a proper subject-matter for protec- 
tion ; and, on the facts of the case, the pro- 
hibition imposed on a retiring partner was 
not unreasonable as to radius: Empire 
Meat Co., Ltd. v. Patrick, [1939] 2 All 
E.R. 85, distinguished; or as to period of 
time. (ii) Although under the National 
Health Service Act 1946, s. 35 (1), a medi- 
eal practitioner whose name was entered 
on a list of medical practitioners under- 
taking to provide general medical services 
could no longer sell the goodwill or part of 
the goodwill of his medical practice, that 
prohibition did not have the effect of de- 
stroying the goodwill or of vesting it in 
the State; as the National Health Service 
(Amendment) Act 1949, s. 1 (5), provided 
that, in the case of an agreement like the 
present one, the share of the goodwill of a 
retiring partner should be transferred to 
the continuing partners on the terms pro- 
vided in the agreement except that the 
purchase price should not be payable by 
the partners, and that, in lieu thereof, the 
retiring partner should receive compensa- 
tion from the State, the goodwill remained 
one of the assets of the partnership subject 
only to the limitation that it could not be 
sold; from s. 1 (5) and s. 1 (12) of the Act 
of 1949, which provided that the provisions 
of a partnership agreement which were to 
take effect on the purchase of a share of 
the goodwill of the practice should take 
effect in like manner on a transfer of that 
share in accordance with s. 1, notwith- 
standing that the transfer did not consti- 
tute a purchase, it was clear that the ordin- 
ary principles which applied to covenants 
in restraint of trade were not affected by 
the National Health Service Acts, but were 
still effective, and, therefore, the plaintiffs 
were entitled to an injunction to restrain 
the defendant from practising in contra- 
vention of clause 21. (Whitehill & Others 
v. Bradford, [1952] 1 All E.R. 115.) 
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LEASE OR LICENCE — DETERMINATION OF FAIR RENTS BOARD 
CONCLUSIVE AS TO FAIR RENT OF PREMISES NOT AS TO 
LANDLORD AND TENANT RELATIONSHIP 


The defendants, a husband and wife, 
occupied two rooms in the plaintiff’s 
premises, and they shared the use of the 
kitchen and other conveniences with the 
occupants of other portions of the 
premises. The premises consisted of a two- 
storeyed dwelling-house in which a number 
of occupants resided in rooms, each occu- 
pant having a front door key and, with the 
exception of one of the rooms occupied by 
the defendants which had no door, being 
able to lock his room and exclude other 
persons including the plaintiff. The plain- 
tiff did not reside on the premises, but em- 
ployed a manageress to live there and 
manage the premises and maintain those 
parts used in common by the occupants. 

The plaintiff brought an action for the 
possession of the rooms occupied by the 
defendants, alleging that the defendants 
were licensees, that the licence had been re- 
voked, and that the defendants were 


wrongfully remaining on the premises. The 


defence alleged that the husband was a 
lessee of the two rooms occupied, and, fur- 
ther, that the plaintiff was estopped from 
denying the existence of the relationship 
of landlord and tenant by a determination 
of the Metropolitan Fair Rents Board 
made prior to action on the husband’s ap- 
plication. 

Held (Supreme Court of Victoria, per 
Coppel, A.-J.): That the determination of 
the fair rent of the premises by the Fair 


Rents Board under the Landlord and 
Tenant Act was a judicial decision capable 
of giving rise to a plea of res judicata, and 
that the defendants were tenants of the 
premises and not merely lodgers. 


In considering whether the relationship 
between the parties was that of landlord 
and tenant or licensor and licensee, Coppel, 
A.-J., said: ‘‘A tenaney of a room or rooms 
in a dwelling-house will be shown to exist 
where the occupier has not only the sole 
right to occupy the room or rooms but has 
the right to exclude the landlord there. 
from. This is sometimes expressed by say- 
ing that if the landlord retains control of 
the rooms in question the occupier is a 
lodger and not a tenant. Where the land- 
lord himself lives on the premises, that has 
been said to raise the presumption that he 
intended to retain control of the premises 
—Burnett v. Guice, [1946] V.L.R. 257. 
But this presumption is one of fact only, 
which may operate where otherwise the 
evidence is insufficient to lead to a con- 
clusion either way. It cannot prevail where 
there is sufficient evidence to enable the 
Court to determine the question—Helman 
v. Horsham and Worthing Assessment 
Committee, [1949] 2 K.B., at p. 349. And 
I have not found any ease in which the 
presence of the landlord’s servant was held 
to be of like importance.’’ (Torrisi v. 
Oliver, [1951] V.L.R. 380.) 


LEASE OR LICENCE—-PERSONS ALLOWED TO OCCUPY HOUSE IN 
CONSIDERATION OF PAYING INSTALMENTS—HELD NOT TO BE 
TENANTS 


A father bought a house for £750, paid a 
deposit of £250, and borrowed £500 from a 
building society. He told his son and 
daughter-in-law that they could occupy the 
house on condition they paid the instal- 
ments and when the whole debt was paid 
the house would be their property. Before 
the balance was paid the father died and 
under his will the house passed to his 
widow, who sought an order for possession. 

Held (Court of Appeal) : The daughter- 
in-law and her husband were licensees, 
having a permissive occupation short of a 
tenancy, but with a contractual or equit- 


able right to remain in possession so long 
as they paid the instalments which would 
grow into a good equitable title to the 
house when all the instalments were paid, 
and, therefore, the widow was not entitled 
to an order for possession. 

Per Denning, L.J.: ‘‘The result of all 
these cases is that, although a person who 
is let into exclusive possession is, prima 
facie, to be considered to be a tenant, 
nevertheless he will not be held to be so if 
the circumstances negative any intention 
to create a tenancy. Words alone may n0t 
suffice. Parties cannot turn a tenancy into 
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a licence merely by calling it one. But if 
the circumstances and the conduct of the 
parties show that all that was intended was 
that the oceupier should be granted a per- 
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sonal privilege with no interest in the land, 
he will be held only to be a licensee.’’ 
(Errington v. Errington & Anor., [1952] 
1 All E.R. 149.) 


COMPANY LAW: DIRECTORS’ FEES FIXED AND PAID WITHOUT FORMAL 
RESOLUTION BY SHAREHOLDERS—PROCEDURE VALID IF INTRA VIRES 
AND HONEST 


The majority of shares in the plaintiff 
company were held by another company. 
No person had been formally appointed by 
that company to represent it at meetings 
of shareholders of the plaintiff company 
as required by s. 124 of the Companies Act 
1933 (N.Z.). The articles of association 
of the plaintiff company made provision 
for directors’ fees as follows: ‘*The direc- 
tors may be paid out of the funds of the 
company by way of remuneration for their 
services such sum or sums as the company 
may from time to time fix at a general 
meeting and such remuneration shall be 
divided amongst them in such proportion 
and manner as the directors may deter- 
mine.’’ 


The defendant was one of three nominee 
directors appointed by the subsidiary of 
the plaintiff company to represent it on 
the Board of the plaintiff company in 
accordance with the articles of association 
of the latter company. The question of 
directors’ fees had at no relevant time 
been dealt with by a formal meeting of 


shareholders, and the plaintiff company 
therefore alleged that the fees received by 
the defendant were unauthorized and were 
refundable to the company. In fact, the 
directors were also the shareholders, with 
the exception of the three nominee direc- 
tors representing the subsidiary company. 
Held (Supreme Court, New Zealand) : 
(i) A company is bound by a transaction, 
intra vires and honest though irregu- 

lar, which has the assent of all the 
corporators, as it is competent for the 
corporators, if they are unanimous, to 
waive all formalities. It is immaterial 


whether that assent is given at dif- 
ferent times or simultaneously. 

Where an agent has ostensibly full 
authority and the results of ifs exer- 


cise are regularly reported for some 
years in the accounts and balance 
sheets of the principal without provok- 
ing any semblance of objection, the 
onus of disproving the authority rests 
upon the principal. 

(Bobbie Pins Limited v. Robertson, {| 1950] 

N.Z.L.R. 301.) 


CONTRACT: PROVISION FOR EXPENSES AT EXCESSIVE FIGURE— 
WHETHER ENFORCEABLE IF INTENTION TO DECEIVE REVENUE 
AUTHORITIES AND WHETHER SEVERABLE 


The defendants engaged the plaintiff to 
act as their secretary and accountant at a 
salary of £13 a week together with £6 a 
week for expenses. Both parties were 
aware that the plaintiff’s expenses could 
never amount to £6 a week, and, in fact, 
they did not exceed £1 a week. Each week 
the defendants deducted from the salary 
of £13 a week the amount of income tax 
appropriate to that sum, and the payment 
of £6 a week was represented as a re- 
mbursement of expenses on the returns 
made to the Inland Revenue Commis- 
sioners. The plaintiff was summarily dis- 
missed, and claimed payment from the de- 
fendants, in lieu of notice, of £13 a week 
for a certain period. 


Held (Court of Appeal): (i) The pro- 
visions of the service agreement relating 
to expenses were intended to mislead the 
taxation authorities and evade tax, and, 
therefore, the agreement was contrary to 
public policy. 

(ii) Although the plaintiff sought only 
to enforce the provisions of the agreement 
relating to salary, those provisions were 
not severable from the rest of the agree- 
ment and were equally unenforceable. 

Per Sir Raymond Evershed, M.R.: 
‘‘There is a strong legal obligation placed 
on all citizens to make true and faithful 
returns for tax purposes, and, if parties 
make an agreement which is designed to do 
the contrary, i.e., to mislead and to delay, 
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it seems to me impossible for this court to 
enforce that contract at the suit of one 
party to it.’’ 

Per Denning, L.T.: ‘‘In these days of 
high income tax there is a great tempta- 
tion for employers and servants to describe 
remuneration as being in part salary and 
in part expenses. This is done in the hope 
of evading tax on the part described as 
expenses, and the temptation must be re- 
sisted. In order that an expense allowance 
should be valid, it must be a genuine esti- 
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mate of the expenses to be incurred. The 
insertion of a fictitious figure for expenses 
in order to defraud the revenue is illegal, 
t vitiates the whole remuneration and dis. 
entitles the servant from recovering any 
part of it. He cannot recover either the 
part described as expenses or even the part 
described as salary. I think that the de. 
cision of the judge was quite right. It will 
have a very salutary effect if it stops 
people putting in fictitious figures for ex- 
penses.’” (Napier v. National Business 
Agency Ltd., [1951] 2 All E.R. 264.) 


CONTRACT: DAMAGES FOR BREACH OF WARRANTY AWARDED 
AGAINST MANUFACTURER OF GOODS, NOT A PARTY TO THE 
CONTRACT 


Paint manufacturers represented to the 
owners of a pier that a paint which they 
manufactured was suitable for re-painting 
the pier. In reliance on this representation 
the pier owners specified that contractors 
under a contract with them to re-paint 
the pier should use the paint. The paint 
proved to be a failure and the pier owners 
suffered loss in consequence. 


Held (King’s Bench Division): On the 


facts the representation was a warranty; 
the consideration for the warranty was 
that the plaintiffs should cause the con- 
tractors to enter into a contract with the 
manufacturers for the supply of the paint 
for re-painting the pier; and, therefore, 
the warranty was enforceable and the 
paint manufacturers were liable in dam- 
ages for its breach. (Shanklin Pier Ltd. v. 
Detel Products Litd., [1951] 2 All ER. 
471.) 


DEATH DUTIES: PENSION PAYABLE TO WIDOW OF DECEASED 
EMPLOYEE UNDER GROUP ASSURANCE SCHEME— WHETHER 
PROPERTY PASSING ON DEATH 


The deceased, P, had been a member of a 
group scheme set up by A Ltd. by con- 
tracts with an assurance society, whereby 
he became entitled to a pension around 
age 65. Employees had an option to ex- 
change the pension (which would be for 
five years certain and for so much longer 
as the employee lived) for a ‘‘last survivor 
pension’’ for a less annual sum calculated 
according to the respective ages of the em- 
ployee and his named wife and payable to 
the employee for the remainder of his life 
and if his named wife survived him, to her 
for the rest of her life. The premiums were 
paid by the company to the society being 
derived in part from contributions by em- 
ployees. It was declared by the policy that 
the company should hold the policy and 
all benefits payable thereunder on trust for 
the persons to whom the benefits were 
expressed to be payable. Clause 4 provided 
that the society would pay to the person 
or persons specified in the schedule thereto, 


i.e., the employee or his widow, on proof 
of existence and identity, the appropriate 
benefit or benefits as and when they fell 
due. 


P had exercised this option, and duty 
was claimed on the principal value of the 
pension as property passing on death. 


Held (Court of Appeal) : There had not 
come into existence under the policy a con- 
tinuing item of property distinct from the 
respective beneficial interests therein of the 
employee and his widow, and, therefore, 
nothing passed on the death of the 
employee. 


The Court rejected an argument that 
the benefit of the contract between the com- 
pany and the society constituted property 
enjoyed successively by P and his wife and 
considered that the rights under the policy 
were merely a chose in action. (Re Payton 
(deceased) ; Payton v. I.R. Comrs., [1951] 
2 All E.R. 425.) 
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INCOME TAX LAW AND PRACTICE—EXAMINATIONS APRIL 1952 
MODEL ANSWERS 


by 


D. DoBBIE, A.M.T.C., A.I.C.A. 
and 
C. WEIR, A.M.T.C., A.LC.A. 


The answers to examination questions which appear in this section are 

not official. They have been prepared by members of the Commonwealth 

Institute of Accountants, but have not been reviewed by the Board of 
Examiners. 


QuEsTION 1 


In 1930 the Sand Brick Company Ltd. bought 
a large tract of land near Sydney so that it could 
excavate sand pits and erect a factory for the 
purpose of making bricks. By 1944 the deposits 
of sand were exhausted and it was necessary for 
the company to move its undertaking elsewhere. 

A large portion of the original tract of land 
contained no sand, and the directors of the com- 
pany decide to subdivide this area and sell it for 
housing. To enhance the sale price, a scheme of 
roadmaking, gardenmaking, and drainage is 
carried out before the land is sold in 1950. 

The scheme produces a very large profit, and the 
directors seek your advice as to whether the com- 
pany will be liable to tax thereon. 

Write them a letter discussing this situation. 


ANSWER 
The Directors, 

The Sand Brick Co. Ltd. 
Dear Sirs, 

Referring to your request for advice as 
to the taxability of the profit derived upon 
sale by subdivision of the land at Sydney, 
formerly used by you for excavation of 
sand, we advise that it is our opinion that 
the relative profit is of a capital nature 
and not subject to Commonwealth income 
tax. 

The Commissioner could only seek to tax 
such a profit on the basis of s. 26 (a) of 
the Act, which states: ‘‘The assessable in- 
come of a taxpayer shall include—profit 
arising from the sale by the taxpayer of 
any property acquired by him for the pur- 
pose of profit making by sale or from the 
carrying on or carrying out of any profit 
making undertaking or scheme.”’ 


It will be seen therefore that to apply 
this section the intention of the taxpayer 
upon acquiring the property must be to 
resell it at a profit before any profit 
derived from the sale of such property is 
subject to tax. As the property was ac- 
quired in 1930 for the purpose of working 
the land and building a factory thereon to 
make bricks, intention is disproved so far 
as the first requirement of the section is 
concerned. 


In connection with the carrying on or 
earrying out of a profit-making under- 
taking or scheme, whether any profit 
derived is assessable or not depends on 
whether the act done constitutes the carry- 
ing on of business or is merely the process 
of realising a capital asset. A similar case 
decided in 1950 (Scottish Aust. Mining 
Co. Ltd. v. F.C. of T.) held that the reali- 
sation of a capital asset does not constitute 
income in the hands of the taxpayer. 


A summary of the facts relative to the 
sale reveals that your company purchased 
the land, not to resell at a profit, but to 
use in the business of brickmaking, which 
business you carried on until such time as 
it was no longer profitable to do so. The 
land, upon being sold in subdivision, re- 
quired the construction of roads, gardens, 
and drains in order that it might be sold to 
the best advantage. However, the sale is 
as owner of the land and not as a specu- 
lative dealer in land. It is therefore simply 
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the realisation of a capital asset which has 
been worked out, and any profit on the 


realisation is not assessable. 
Yours faithfully, 


QUESTION 2 

Jones is appointed managing director of Fisk 
Products Ltd. on 1 January 1950 under an agree- 
ment which provides that the company can ter- 
minate the appointment at any time on payment 
of a sum of £5000. The company does terminate 
the agreement as from 1 July 1951, and on that 
day pays Jones £5000. 

Jones seeks your advice about the taxation 
position of this sum. Advise him. 


ANSWER 
F. Jones, Esq. 
Dear Sir, 

Relative to your query as to the taxa- 
bility of the amount of £5000 received by 
you in compensation for the termination 
of your agreement with Fisk Products 
Ltd., we advise that s. 26 (d) of the Act 
states that the assessable income of a tax- 
payer shall include ‘‘five per cent of the 
capital amount of any allowance, gratuity 
or compensation where that amount is paid 
in a lump sum in consequence of retire- 
ment from, or the termination of, any 
office or employment and whether paid 
voluntarily, by agreement or by compul- 
sion of law.’’ 

As the sum of £5000 received by you is 
in the nature of compensation for the loss 
of your office as managing director of Fisk 
Products Ltd., an amount equal to five per 
eent, namely £250, must be included in 
your assessable income for the year ended 
30 June 1952. The remaining £4750 will 
not be assessable in your hands. 


Yours faithfully, 


QUESTION 3 
(a) The Cominst Company Ltd. makes an issue 
of bonus shares to its members out of the follow- 
ing funds: 
Profit and loss appropriation account £5,000 
3uildings revaluation reserve 
Dividend equalisation reserve 


£100,000 
The amounts taken from the profit and loss ap- 
propriation account and the dividend equalisation 
reserve represent profits made on the company’s 
trading. 

Will the shareholders be liable to tax on this 
issue of bonus shares? 


(b) Unicorn Ltd. sells a building which it has 
owned for a number of years and derives a con- 
siderable profit therefrom. The directors propose 
to pay a dividend out of this profit, and they ask 
if the shareholders would be assessable if the 
dividend were paid in the form of an issue of 
shares of Unicorn Ltd. Discuss this. 


ANSWER 

Section 44 (2) (b) (iii) of the Act states 
that: ‘‘The assessable income of a share. 
holder shall not include dividends paid 
wholly and exclusively from—the profits 
arising from the revaluation of assets not 
acquired for the purpose of resale at a 
profit if the dividends paid from such 
profits are satisfied by the issue of shares 
of the company declaring the dividend.” 

However, in order to gain the benefit of 
this section it is necessary for all the re. 
quirements of the section to be satisfied. 
Applying the above section to the facts of 
the question (a), the shareholders will be 
liable to tax on this issue of bonus shares 
by Cominst Company Ltd. because the 
dividend has not been paid wholly and ez- 
clusively out of the buildings revaluation 
reserve. If two separate dividends had 
been paid, one wholly and exclusively out 
of the revaluation reserve and the other 
out of the other funds, then the first divi- 
dend would be exempt from tax in the 
hands of the shareholders (provided the 
buildings revalued were not purchased to 
resell at a profit), but the second dividend 
would be subject to tax. 

(b) The shareholders of Unicorn Ltd. 


would be assessable on the dividend paid 
out of the profit arising from the sale of 
the building even if paid by bonus shares, 
because to satisfy s. 44 (2)(b) (iii) it s 
necessary for the dividend to be paid out 
of profits arising from a bona fide revalua 
tion of an asset not acquired to resell ata 
profit. As the profit arose from the sale of 
the building, s. 44 (2) (0b) (iii) is not satis 
fied. 


QUESTION 4 

(a) O’Grady, a builder, hires a truck from the 
Erin Motor Service for the purpose of carting 
materials for a house he is erecting. While ™ 
O’Grady’s possession the truck is severely 
damaged and repairs cost £200. Will O’Grady be 
allowed a deduction from his assessable income of 
this sum? Discuss. 

(b) Would your answer be different if the 
truck had been used to cart materials for a seaside 
cottage being erected for O’Grady’s own Use! 
Give reasons. 
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ANSWER 

(a) O’Grady will be allowed a deduc- 
tion from his assessable income of the cost 
of repairs, £200, as under s. 53 of the Act 
“expenditure incurred by a_ taxpayer 
during the year of income for repairs, not 
being expenditure of a capital nature to 
any... rolling stock held, occupied or used 
by him for the purpose of producing 
assessable income or in carrying on a 
business for that purpose, shall be an al- 
lowable deduction.’’ 

In this instance, O’Grady has hired and 
used the truck for the purpose of carrying 
on his business. Even though he does not 
own the truck, the expenses incurred for 
repairs will be an allowable deduction to 
him under s. 53. 

(b) Yes. If O’Grady had been using 
the truck for private purposes, then the 
position would have been different and 
0’Grady would be precluded by s. 51 of 
the Act from gaining any deduction, as the 
expenditure would be of a private nature 
and therefore not allowable. 


QUESTION 5 

(a) The office of Sellcheap Stores Ltd. is 
entered by thieves, who take £500 from the safe. 
This represented one day’s collections from credit 
customers of the company. 

(b) The accountant of Bowen Traders Ltd. 
misappropriates the sum of £1000, which had been 
received from the sale of a delivery van previously 
used in the business of the company. 

(e) The cashier of Latrobe Cash Stores misap- 
propriates £200 received from cash sales of mer- 
chandise. 

In each of the above cases state, with reasons, 
whether a deduction from assessable income will 
be allowed for the loss incurred. 


ANSWER 


provides for the circum- 
stances under which losses by a taxpayer 
through embezzlement ete. shall be allow- 
able deductions. These circumstances may 
be summarized as under :— 


Section 71 


(1) Loss must be ineurred by the tax- 
payer through embezzlement or 
larceny. 

By a person employed in the tax- 
payer’s business. 

Loss must be of money which is 
or has been included in the assess- 
able income of the taxpayer. 
Loss must be ascertained in the 
year of income. 
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Applying the provisions of the section 
to the cases outlined, it is possible to arrive 
at the following conclusions :-— 


(a) Sellcheap Stores Ltd. will not be 
able to claim the loss of £500 as an allow- 
able deduction, as the larceny was not com- 
mitted by an employee of the taxpayer. 


(b) Bowen Traders Ltd. will not be able 
to claim the loss of £1000 through misap- 
propriation by its accountant as an allow- 
able deduction because the sum in question 
represents proceeds of a capital nature 
and the money has therefore not been 
brought to account as assessable income of 
the taxpayer. 

(ec) Latrobe Cash Stores cannot claim 
the loss of £200 through the misappropria- 
tion of its cashier of cash sales of mer- 
chandise, because again the money has not 
been included as assessable income of the 
taxpayer. 


QUESTION 6 

Hennessy receives a salary of £2000 per annum. 
He also owns the Shining Star Hotel, and on 1 
July 1950 enters into an agreement with Shannon, 
who leases the hotel for a term of ten years. The 
consideration for the lease is £20,000, paid 
£11,000 on 1 July 1950, and £9000 on 1 July 1951. 

Caleulate Hennessy’s taxable incomes for the 
years ended 30 June 1951 and 1952, and describe 
how the rate of tax applicable to these incomes 
will be determined. 


ANSWER 

In calculating the amount of Hennessy’s 
taxable income for the years ended 30 June 
1951 and 1952, it is necessary to bear in 
mind the definition of ‘‘premium’’ stated 
in s. 83, which provides inter alia that 
where any consideration ‘‘is payable in 
more than one amount each such amount 
shall be deemed to be a premium.’’ There- 
fore each instalment of the full considera- 
tion of £20,000 must be treated as a separ- 
ate premium. 


Secondly, s. 86 provides a formula for 
calculating the rate of tax applicable where 
the taxable income exceeds the amount of 
the premium received. This formula may 
be stated as under :— 


Divide the premium or sum of the 
premiums, if there are more than one, by 
one twenty-fourth the number of months 
in the term of the lease (or one-half the 
number of years) and add the resultant 
amount to the taxpayer’s other income. 
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The amount so arrived at is known as the 
taxpayer’s notional income, and is used to 
ascertain the rate of tax to be applied to 
the taxpayer’s taxable income to arrive at 
the tax payable. 

Applying these principles, the taxation 
position of Hennessy for the relative years 
would be as follows :— 

Year ended 30 June 1951 
Net premium paid on 1 July 1950 (lease 
10 years) ai és _ ‘m 
Salary ‘ 


£11,000 
2,000 


£13,000 


——- 


Taxable income 


11,000 
- ae .. £2,200 


Half No. of years _ 5 


Net premium 





Add other income .. 2,000 


£4,200 
os 
Hennessy would therefore be taxed on a 
taxable income of £13,000 at the rate of 
tax applicable to an income of £4200. 
Year ended 30 June 1952 
Net premium paid on 1 July 1951 (lease 
9 years) oad a - ae 
Salary , 


Notional income 


£9,000 
2,000 


£11,000 


Taxable income 


Net premium 
£2,000 





Half No. of years 7 


Add other income .. 2,000 
£4,000 


Hennessy would therefore be taxed on a 
taxable income of £11,000 at the rate of 
tax applicable to an income of £4000. 


QUESTION 7 

The Aussie Products Company Ltd., which is 
registered under the provisions of the Victorian 
Companies Act, has to pay interest under the 
terms of a contract with Michael Frobisher of 
London and the Bond Street Investment Company 
Limited, a company incorporated in London. 

Describe the responsibilities imposed on the 
Aussie Products Company Ltd. by the Common- 
wealth Income Tax Assessment Act 1936-1951 in 
respect of these payments. 


Notional income 


ANSWER 

Section 125 provides that where interest 
is paid or credited by a company to any 
person who is a non-resident on money or 
assets lodged or used in Australia with or 
by the company, then the company is liable 
to pay: 


July, 1959 


(i) Where the recipient of the inter. 
est is a company—income tar 
upon that interest. 

(ii) Where the recipient of the in. 
terest is not a company—income 
tax upon such amount of the in. 
terest as exceeds £104. 

Therefore, Aussie Products Company 
Ltd. will be responsible to the Commis. 
sioner for income tax on the full amount 
of the interest paid to Bond Street Invest- 
ment Company Ltd. and for income tax 
on the excess of £104 in respect of interest 
paid to Michael Frobisher of London. 

Section 125 further provides that the 
company may deduct and retain out of the 
interest payable an amount sufficient to 
pay the tax. Where the company, however, 
ean establish that the recipient of the in 
terest can enforce payment of the whole 
amount of the interest without deduction, 
then it is provided that the section shall 
not apply. 

(It has been assumed that the London 
company does not carry on business in 
Australia, and also that the interest is in 
respect of money secured by debentures 
and used in Australia or lodged at interest 
in Australia. ) 


QUESTION 8 


The Alba Butter Company Ltd. sells a disused 
electric motor to John Smith. Smith is shortly 
afterwards declared bankrupt and the company 
cannot recover £200 of the amount owing to it. 
Will a deduction from assessable income be al- 
lowed for this loss? Discuss. 


ANSWER 

It is provided in s. 63 of the Act that: 
Debts which are bad debts and written of 
as such during the year of income and— 

(a) have been brought to account by 
the taxpayer as assessable income 
of any year; or 

(b) are in respect of money lent m 
the ordinary course of the busi 
ness of the lending of money by8 
taxpayer who carries on that 
business, 

and no other bad debts, shall be an allow 
able deduction. 

On the facts presented, the Alba Butter 
Company Ltd. has sold a disused electrit 
motor to John Smith and has been unable 
to recover £200 of the sale price. The com 
pany would not be allowed to claim this 
amount as an allowable deduction, as the 





o 2 oe fee 
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debt would not have been brought to ac- 
count as assessable income of any year, the 
original transaction representing the sale 
of a capital asset. The amount of £200 is 
therefore a loss of capital, and not deduc- 
tible under s. 63. 


(For the guidance of students, however, 
it should be noted that if Alba Butter 
Company received, upon the sale, an 
amount in excess of the depreciated value 
of the electric motor and had returned 
such excess as part of its assessable income 
under the provisions of s. 59 (2), then the 
company could claim as an allowable de- 
duction £200 or such part of £200 as had 
been returned as assessable income.) 


QuESTION 9 


A pastoralist who has previously valued his 
live stock on the basis of cost price, enters into 
partnership with another pastoralist who had for- 
merly adopted market selling price for his live 
stock valuation. Explain how each partner’s share 
of the net income will be calculated. 
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ANSWER 

Section 93(2) of the Act provides: 
**The fact that a taxpayer has entered into 
a partnership or that any variation has 
taken place in the membership of any part- 
nership of which the taxpayer is a member, 
shall not— 

(a) affect any option or any right to 
select a value for live stock pre- 
viously exercised by him under 
this Act; 
confer upon him any right to 
alter any such option or value 
without the leave of the Commis- 
sioner.’’ 

Consequently, unless leave of the Com- 
missioner is obtained to alter one or other 
of the partner’s basis of valuation, the 
partnership must lodge two trading ac- 
counts—one based on cost price and the 
other on market selling value. 

Each partner must then include in his 
return of assessable income his share of the 
partnership profit disclosed in the trading 
account calculated according to his partt- 
cular election. 


(b) 





End Pages 


Angus Cancaster 


The Best Shilling’s Worth in the World 
My leisure hours are divided about 
equally between the interest of certain 
technical reading and the passion of 
English history. In that division lies a 
grave defect, for it has been well said that 
the two most ignorant classes of men are 
those who know only the past and those 
who know only the present. In order to 
Preserve some balance between the present 
ad the past I rely solely on one daily 
hewspaper and the Reader’s Digest. For 


many years—except during the war period 
—I have followed the advice of Arnold 
Bennett of not reading the morning news- 
paper in the morning. That early hour— 
the best of the day—is devoted to pro- 
fessional affairs. The newspaper is kept 
until the evening when it becomes a 
pleasant relaxation after the day’s work. 
But for pleasure and instruction in what 
the world is thinking and doing, my sole 
source is the Reader’s Digest. Among its 
myriad gems is one leaf called ‘‘It pays 
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End Pages—continued 

to increase your word power.’’ Each 
month twenty words are listed on one page 
with four stated meanings, only one of 
which is correct. The answers, with 
derivations and examples are given on the 
back of this page. The evening of the 
arrival of the Reader’s Digest—and punc- 
tuality is one of its virtues—is a gala affair 
in our home. One member of the family 
reads; all put down their answers. The 
elation when some one gets full marks! 
Much-moaning-in-the-home at the frequent 
silly mistakes! I believe the exercise has 
greatly enlarged our vocabulary. Still 
more important, it is teaching us to under- 
stand the exact meaning of those words we 
thought we knew. Our family has become 
so enthusiastic that we are no longer satis- 
fied with one budget of words a month. 
We make up lists of our own taken from 
our current reading. The following is my 
latest effort, which has been received with 
derision. It is not our custom to supply 
answers. We are thus forced to look up 
the words in the dictionary. This means 
that we invariably read certain of the 
contiguous words and so further increase 
our word power. We have not yet dis- 
covered that the increase ‘‘pays,’’ but we 
live in hope, and in the meanwhile have a 
lot of fun. 


1. Detergent: (a) cleansing agent; (b) 
hindrance; (¢) insecticide; (d) in- 
digestion cure. 


. Effluent: (a) exhalation affecting sense 
of smell; (b) radiance; (ce) stream 
flowing from larger stream; (d) 
holy. 


3. Emulsion: (a) fish oil; (b) milky 
fluid; (ce) glutinous substance; (d) 
vegetable oil. 


. Carminative: (a) crimson pigment; 
(b) drug curing flatulence; (¢) dis- 
tilled scent of carnations; (d) sen- 
sual. 


5. Humus: (a) of same form; (b) 
facetious; (c) moisture; (d) vege- 
table mould. 


. Amnesia: (a) loss of voice; (b) micro- 
scopic animalcule; (c) loss of 
memory; (d) a flower. 
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7. Homonym: (a) word of same so 
as another but different sense; ( 
word denoting the same thing; ( 
sentence sung by one choir in 
sponse to another; (d) a word 
opposite meaning to another. 


. Depurate: (a) to defile; (b) to m 
free from impurities; (¢) to 
der; (d) to discolour. 


. Transpire: (a) emit through excretory 
organs of skin or lungs; (b) ha 


pen; (c) pierce through; (d) eo 


municate hope. 


. Apotheosis: (a) supposition made 
basis for reasoning; (b) inversi 
of natural order; (c) canonizatio 
(d) groundless assumption. 


. Hyperbole: (a) a geometrical te 
(b) eriticism; (¢c) exaggerate 


statement; (d) an understateme 


. Syncopate: (a) to shorten a word 
dropping interior letters; (b) 
occur at the same iime; (c) to 
come hysterical; (d) to rhyme. 


a 


. Labial: (a) tearful; (b) of the lip 


(ec) flowing; (d) category. 


(a) 


. Pragmatism: 


officiousness; (Bf 


pedantry; (c) matter of fact tre 


ment of things; (d) scepticism. 


5. Placer: (a) an entrepreneur; (b) 6 
posit of sand, ete., in bed of streal 
containing minerals; (¢c) a pe 


who buys the connivance of oppomy 


ents; (d) 


substance. 


amorphous transparé 


}. Geezer: (a) a male Japanese dancety 
(b) apparatus for heating wately 


(c) an old person; (d) a minder 
geese. 


. Reflection: (a) repast; (b) reflex 
tion; (ce) rebellion; (d) restr in 
. Sconce: (a) soft cake of barley m 
(b) eandlestick attached to 
(c) present occasion; (d) a noo 


9. Humanist: (a) student of humil 
nature; (b) a benevolent pe Or 
(c) an osteologist; (d) an athel 


. Felo de se: (a) a whitlow; (b) a ) 
of fever; (c) ogreish exclamati 
(d) self murder. ; 





a 


indi 





